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CHAIRMAN ALISTER McALISTER:

Good morning .

This is a

meeting of the Assembly Finance, Insurance and Commerce Committee.
We are very glad to welcome all of you here.

I 1 d like to welcome

Assemblyman Hayden, my distinguished colleague from Santa Clara
County who is a member of the committee with me.

Before the day

is over I am sure we will have other members of the committee
here.

Also, on the stand with me to my right is my Chief Consultant

of the committee, Carlyle Brakensiek, and to my left and your
right is the Committee Secretary

Betty Yearwood, and my Administrative

Assistant Sal Bianco.
This meeting is part of a series of meetings that the
committee has been having during the interim on problems of real
property finance.

During the 1973-74 legislative session there

were numerous bills introduced to modify existing law applicable
to Caufornia real property transact i ons.

Some of these bills were

successful, but on the other hand, some very critical issues and
problem areas remain unresolved.

Probably the most critical issues

and most major problem areas remain very much unresolved and these
issues, coupled with rampant inflation and high interest rates,
mus t be further studied before positive legislation of any kind can
be proposed .

Originally, two and now four bills provide the nuc l eus

for the statewide hearings on real property finance.

Senate Bil l 200

was proposed by Senator Arlen Gregorio, whom we are glad to have
with us here today sitting on the front row there.
-1-

He will be

testifying before us soon.

Senate Bill 200 by Senator Gregorio

would have enacted restrictions on the use of the due-on-sale
clause as well as prepayment penalties.

Senate Bi l l 1244 b y

Senator Dennis Carpenter of Orange county proposed a diffe r e nt
formula for limiting prepayment penalties.

Assembly Bill 2 1 14 by

Assemblyman Hayden, as amended on the Senate floor, would have
enacted the same provisions in regard to prepayment penalties as
SB 200 and would have slightl y restricted use of the due-on-sale
clause.

Finally Assemblyman Deddeh's AB 105 would have placed

statutory limitations on the amount of late charges which may be
assessed on installment loans on single family owner-occupied
dwellings.

None of these four bills were enacted, however.

At

the request of numerous parties this committee agreed t o expand the
subject matter of the public hearings beyond prepayment penalties,
late charges, and the due-on-sale clause to cover the entire area
of real estate transactional cost.

Public testimony

on many

topics has already been heard in the hearings that we have held in
Los Angeles and San Diego and is anticipated here today on such
topics as interest rates, the usury law, possibly real estate
brokerage commissions, finders fees, appraisal fees, escrow charges,
title insurance costs, points and other loan fees and loan assumption charges.

And that may not complete the list although it is a

pretty good cross section.

I'd like to say before we commence

the hearing that I am pleased to be able to hold this hearing in
San Jose, which, of course is my hometown and it is not often that
the Legislature holds interim hearings in San Jose.

I think tbe

last Assembly hearing that I recall, anyway, that was held here was
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0

a couple of years ago.

0

ment Committee here.

Assemblyman Knox brought his Local Govern The Sena t e ge t s here once in a while but we

were not often given the opportun ity to have interim studies , mo st
of which are held in Sacramento, Los Angeles, San Francisco , o r

0

San Diego and I really do not think that the fair city of
San Jose should be forced to take a back seat to any of those
metropolises.

0

So that's one reason why we are here today and also

it is, of course, a key area in terms of business activity and
population and there are many people in this area I am sure who
have concerns on these various issues we have been discussing and

0

some of them are here today to share their thoughts with us.
I think we will follow the agenda, at least for a while,
and Senator Gregorio, who had legislation proposed in the last
session on some of these topics is here and has a statement to bring
before us.

Senator, it is very good to have you with us today.

SENATOR ARLEN GREGORIO:

Thank you, Mr. Chairman, and with

your permission I would like to join the committee for the remainder
of the morning's session after I make my brief statement .
CHAIRMAN McALISTER:
SENATOR GREGORIO:

Certainly.
The Committee Consultant, of course, has

done a good job of going into the background, not only of SB 200
but of the other bills, and the very important Supreme Court cases
dealing with the subjects of acceleration clauses.
sale clauses and also prepayment penalties .
dealt

That is,

du~ofr

Senate Bill 200,

with those two particular ma t ters and, as you will reca l l,

ws carried by myself in two success i ve sessions on behalf of the

California State Bar and was supported a l so by the California Rea l
-3-

Estate Association .

Acceleration c l aus e s are justified in l aw

mainly to protect lende r s against poor c r edit r isks, the theory
being that the per son who is the buyer o r the person who assumes the
loan may not be as good a credit risk for one reason or another and
may offer the lender some problem in terms of pursuing his remed i es
on the obligation.

That, of course, is questionable in light of the

anti-deficiency legislation that's on the books and which makes,
in essence, the property security for the loan and also in light of
the legal fact that the original borrower is

~till

an obligor under

the anti-deficiency legislation to the extent that legally, he is in
the same position as if he were stil l the original borrower.
Property is usual l y adequate to satisfy the lender and, including
the cost because of the effect of inflation.

Perhaps there is a

problem dealing with waste of the property and that's fairly
difficult to predict but I think it is a fairly unusual kind of thing
and the main point is that the question of sufficiency of the security
is really the matter that we ought to be looking at .

Unfortunately

the practical question of whether or not the acceleration or

du~on

sale clause ought to be used to get the lender a higher interest
rate on the monies that are out on the loan is really the one that
seems to be taking over in terms of the operative effect of this
kind of clause.

Savings and loans particularly are trapped into a

situation where they have very long-term commitment's of their capital
and it clearly is true that they need a way of making their
commitments more flexible in terms of the current market wi th
relation to interest and their income conditions.

I don't think

that it is appropriate to use the acceleration c l ause to accomp l ish
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this purpose.

I think we ought to be a little more honest in terms

of how we try to accomplish a greater flexibility for the lnders in
terms of making their portfolios, or turning them over and making
them reflect a little better current market conditions .

Usually,

when an acceleration clause is exercised, it results in inc reased
interest, especially in a rising market.

And whether or not it

results in increased interest it certainly results in substantial
cost to the borrower in terms of points and loan fees for a new
loan and occasionally even a prepayment penalty, where we have the
situation of an acceleration and then the assessment of a prepayment
penalty because the person has

pa~d

early only because there was an

acceleration.
The acceleration clauses do result in a
substantial restraint on alienation, and of course the recent Tucker
case in the California Supreme Court makes it clear that that is the
attitude of the Supreme Court in regard to that kind of clause.

We

did a survey a couple of years ago in San Mateo County and we had
a couple of hundred responses.

That survey indicated that there

was a very substantial number of sales that did not go through that
were prevented by one reason or another because of the use of
acceleration clauses by lenders.

So, basically what I'm saying is

that we need some protection for the consumer with regard to the
exercise of due-on-sale clauses, and that there is a legitimate problen
in the industry dealing with the
over portfolio.

flexibili~y

of rates and the turn-

That perhaps ought to be addressed as a separate

policy question by the Legislature.

Variable rate loans present

very substantial problems and perhaps by changing the length of the
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loans so that the monthly payments could remain the same, much
of the prob lem could be escaped.
I don't want to presume to give you a p o licy answer on how
that problem ought to be solved , but all I'm saying is that perhaps
we ought to address it a li t t l e more honestly, so we can confine
the use of the accelerat ion clause to its proper roles.
The second part of SB 200 has to do with prepayment penalties
and the legal rationale which in California today seems to be a
little bit in doubt.

We have a situation here where the rationale

is simply that this is an alternative performance.

The parties

contemplate an option other than the main performance setforth in
the lending instruments. and is neither a penalty nor byway of
damages.
Well, as a practical matter, there are two operative reasons
for prepayment penalties.

One is to recoup the costs of loaning

that the lender has and that results from this early prepayment.
This whole theory, of course, is a little questionable where we
have loan fees that are charged for the loan, and supposedly the
loan fees are to reimburse the lender for loan costs.

I can't

recall a case where the borrower prepays before the term of the loan
is up, or the lender refund is a portion of the loan fee and that
is representing the unused portion of the term on the loan.

But

in any case that is one of the rationales used, the question of
damages.

If we are going to use that rationale, of course , the

damages ought to have some reasonable relationship to cost actually
experienced by the lender from the prepayment.

And, SB 200, will

simply allow the lender to recoup expenses, particularly in the first

-6-

couple of years of the loan, and , as you know, SB 200 is on the
basis of declining maximum amoun t s , which the lender will be
able to access by the prepayment penalty.

And, I thi nk, the

profit made seems unreasonable to a degree the actual amo nt of
damages that he would be experiencing.

It certainly makes no

sense to have a level penalty throughout the life of the loan as
a measure of damages.

That simply doesn't relate to real i ty in the

terms of the measure of damages.
The second rationale, which is the prepayment penalty, is
to prevent instability in the times of declining interest rates ,
and to protect the lenders against wholesale refinancing of the
portfolios, to offer some kind of disincentive, but here again,
that's not the justification that is used in the law because penalties
as such, are a no, no, so we have the reasoning of the Meyers case,
which I think is a little bit strange.

And, here again, as a

practical matter lenders charged prepayment penalties whether rates
were rising or falling.

In a falling market you can understand it ,

but in a r i sing market, based on this kind of a rationale, it wouldn 't
seem necessary at all.

Senate Bill 200 would give the lend er a

period of time, years, in which to adjust to a declining market,
because after a loan is made in the first couple of years under
SB 200, the prepayment penalty would be pretty much what the prepayment penalty is now, as a practical matter, under the current rate.
And, only after a few years in a continuously declin i ng market
would the problem of disincentive start to set in.

And that

time, of course, would give the l ender time to try to adj u st t o
the dec l ining market.

-7 -

The real reason, of course , fo r prepayment pen a lti es is
mainly to give e x tra income t o the l end ers, and to increase t heir
bargaining press ur e with regard to n ew l o a ns and r efinanc i n g
existing loans wi th the attend ant l oan fees and othe r kinds o f
ch~rges .

Reany, I think these are unjusti fi ed in many cases, as

additional costs fbr the consumer , espec i a lly in light of inflation
and the kinds of problems tha t we a r e experiencing today, it seems
to me that the kinds of things that are addressed by Senate Bi ll
200, making the industry more competitive, should be a real priority
in terms of the thinking of the Legislature.

The lenders say that

if Senate Bill 200 were enacted, that we would have higher interest,
they would lose some of their extra income, and for that reason the
interest would have to be raised on their loans.
overall cost of money would not increase.

Certainly, the

In fact, it would

decrease because of somewhat increased competition.

I'm sure there

may be some decrease in income from loan fees and from prepayment
penalties, and things of that sort.

But this I would trade a

situation in which the consumer would be better able to compare
loans by comparing interest rates, because the loan would be much
more comparable in terms of the costs at the beginning.

Even if

there is some very modest increase in interest rates, at least it
is a cost, which is amortized over the period of the loan, and
therefore, mbre easily handled by the consumer, by the borrower.
Whereas, unfortunately, with the exercise of acceleration clauses
which intended new loan fees, and so forth, and also with t he exercise
of prepayment penalties, we have a situation where we have substantial
sums of money that are due at the time of a new sale usually, or
-8-

some other type of transaction in which it is more difficult for

0

the consumer to handle.

So, even if there were a very sligh t

increase , it's the kind of thing that is eccsier to handle and i t
puts the cost of the loan much moredearly on the table, on the
lab el of the package, for the consumer to understand.

Bu t f r ank ly,

I doubt if very many of the people that borrow understand exactl y
what prepayment penalties are and what acceleration clauses are
going to do to them in the way of impact in these various circumstances, which they find themselves at one time or another in the
loans.

Again , the survey I indicated -- I gave to the Consultant,

indicates the people of San Mateo County where we took the survey
have a very tangible feeling that this is an area in which, whether
rightly or wrongly, they pay many too many dollars for loan fees,
prepayment penalties, points, or other kinds of things, to get in
and out of transactions.

Also many of the sales that would have

been made, simply are not made , because of the increased necessity
for coming up with these kinds of lump sum payments.
In summary, again let me emphasize, I don't think it's
proper to preserve the lending industry like permitting
illogical and unfair lending practices.

We are going to help the

lenders to be competitive and to be flexible in their response to
market conditions, and I think we ought to do it in a direct and
fair way, admitting what we're doing and calculating its effects
in the right way.

Now, any impact that SB 200 would have on the

market wou l d be a long-term impact .

Obviously it would only

affect future loans, not loans that are apparently on the books.
Therefore , it would give the industry and t he Legislature both a
-9-

chance to see how these new r u les were incline

to the indust r y

and to react over a period of t ime t o make appropriate chan ges as
they present them.
CHAIRMAN McALISTER:

Thank you,. Sen a t or .

Befor e we proceed,

I would like to introduce two other members of our committ ee , wh o
have just entered -- Assemblyman Bob Cl ine from Canoga Park, a n d
Assemblyman Bob Wilson from San Diego.
gentlemen with us.

Do

r•m glad to have you

we have any questions cr

any member of the committee?

t he Senator from

Well , thank you very much . • . you

may join us and take part in our discuss i on and questioning.
At this t ime I am going to cal l Mr . Donald E. Pearson,
Superintendent of the Department of Banking .

Mr. Pearson, we will

be glad to hear from you.
MR. DONALD E. PEARSON:

Mr. Chairman and members of the

committee, I want to thank you for your courtesy.
I•m here at the invitat i on of the committee in order to
try to answer any questions or concerns that the comm i ttee members
may have.

Within that framework, I 1 m prepared to comment on most

of the items that have been discussed, but I do not have a prepared
statement.

Now, within that framework, Mr. Chairman, I will ta l k

about the three issues that are primarily before the committee, or .•..
I feel that one of the most important facets of th i s whole
exercise relates to the shortage of mortg age fun d s in t h e consumer
market, not only in California but throughout the country.

One of

the most important aspects in being able to gene r ate mortgage
funds is to make lenders willing to enter into th i s marke t , and
beyond that, to encourage the seconda r y mo r tgage marke t .
-10-

So t h e

lender who has once made a l oan would then be able to sell that loan
to some remote investor perhaps in another part of the country,
and by receiving the proceeds, then be able to make further lo a ns .
One of the things that I feel would be a grea t mistake,
would be if we put so much baggage on the loans that in Ca li fornia,
we create that the lenders from across the country would be unwilling to purchase California paper.

This concern has been

expressed to me and I have not yet had the time, and I am not sure
I have the facilities to investigate what the effect would be on the
secondary mortgage market, and doing away with the

du~on-sale

clause or perhaps the prepayment charge -- I was going to say
reasonable prepayment charge, but maybe there's a disagreement as
to whether any would be reasonable after a period of time.
But I do think that's an important consideration that I
would bring to the attention of the committee, and I would hope
that area could be thoroughly explored.

In terms of due-on-sale

charges, I believe that at least since banks have been historically,
they do put reliance upon the purchaser, or upon the borrower,
working through his credit record and to his habit of paying
bills, if you will.

If they make loans with the understanding that

the borrower can then discharge his obligation by transferring the
property and there's no deficiency judgment, and if you will transfer
the property to a deadbeat, or someone who is not in the habit of
paying his bills, then the banks would be more reluctant to make
that type of loan.

And I think here the banks are differing f r om

the savings and loan institutions.

The savings and loan insti t utions

have very l ittle else to do with their money; they ' re requ ired by
-11-

law to make home loans.

The banks on t he other hand have many other

opportunities and many other demand s upon their financial resources .
By making that less advantageou s for the banks to put i ts money
in the home loans, it is go ing t o be more difficu l t for t h e buyer
or seller to get the mor t g age money n e c essary .
Therefore, in my j udgment , I do think it woul d be a mistake
at this time to do away with the d ue- on-sale clause in a ll phases.
With reference to prepayment c harges, I don ' t feel as strongl y
about prepayment charges, because I do f eel they serve a function
and deterring rapid refinancing of real estate, as the interest
rate does start coming down.
I do think -- maybe my friends at the S&L industry will be
unhappy to hear me say this

that it ' s certainly unfair if lending

institutions ca l l a loan to the due-on-sale clause and then on top
of that after exercise the option of the lender to charge the prepayment charges .

It seems to me that if they call the loan, they

shouldn't claim that they have extra expense involved and therefore
have to have this prepayment charge.

The area of the committee ' s

concern has to do with late charges and they don ' t have any particular
dollar figures in mind.

I do think that late charges are legitimate:

I think it's legitimate to have them motivated as long as they ' re
not terribly timid.

In this regard the l ender has made a loan and

if there is no late charge, it's only a handling charge.

You have

given t hrough t he borrower an automatic right to get more from the
lender than what the lender has agreed to give, i n terms o f the
extent of time over which the loan would be paid .

This would l ead

to a further problem that if late charges are no t motiva t iona l i n
-12-

character, the only recourse to 0ive to a lender in terms of
motivating or borrowing and pay i ng on time, is to institute
foreclosure proceedings.

Several years

ba~k

I have known s ome

lenders who would automatically begin foreclos ur e procedure, and
as soon as they could legally after any delinquent instal lme n t
simply motivate the borrowers.

I am not sure that this is in the

public interest, but if the late charges do not motivate the borrower
then this is the only way i n which the lender has to motivate the
borrower .
ASSEMBLYMAN

aoB

WILSON: You were saying that the lenders

would engage in an immediate foreclosure if the borrower was late
on a payment.
MR. PEARSON:

I didn't mean to indicate, sir, that there

were many lenders that did this.

The thing that I did indicate

was that I was aware of some before I took my present job from a
private practice of law that had this practice.

I might say that

those particular institutions have now disappeared through merger • ..•
ASSEMBLYMAN WILSON:
doing that.

You know the reason why they stopped

It used to be that the attorney representing the l ender

could make any charge which he deemed reasonable for foreclosure,
and so you could send the papers down to the bank and start the
foreclosure and charge the borrower $500 for your legal services .
The Civil Code was changed to eliminate the fees to
unpaid balance of $50, whichever is greater.

~

of 1% of the

And if that happened,

then you had people no longer going ahead with the foreclosure.
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1he fo r eclosure scheme is real l y a manner by which
attorneys kicked off o n e heck of a f ee for doing very little work.
MR . PEARSON:

The case that I was fam i liar with did not

involve legal counsel.

I can understand that it can also be abused ·

I was aware of lenders tha t were finding almost all of their
payments were being received late and because of the pressures
upon the institution, they found that because as a matter of policy
they motivated their borrowers to make more timely payments.
ASSEMBLYMAN WILSON:

Now, it's that the lender cannot

engage in a foreclosure to make the borrower more prompt on his
payments because it's a very expensive process and you can ' t
be reimbursed for it, so it leaves the lender real l y look i ng to
the late payments.
MR . PEARSON:

You can't really look to forec l osure .
Well, I think there's two aspects here.

One

is whether the lender can get any profit and his attorneys can get
any profit by going into this foreclosure game.

I would certainly

refer to your comments in that particul ar area.
If, on the other hand, the lender is faced with a prob l em
where his portfolio is just not being paid on t ime.

He may be

motivated, not from a profit point of view, buy simply the type
that gets the borrowers to make current payment s, to do something .
In the short-run, it might cost him money, but in the long-ru n it
might have a good retaliatory effect.
CHAI RMAN McALISTER:

I wonder, Mr. Pearson

in ligh t o f

the Garrett case that sheds considerable light on the cur r e n t
practices of late charges, I wonder, would you feel that i t wo ul d
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appropriate for the Legislature to enact legislation setting forth
some kind of a uniform or maximum charge that could be imposed?
MR. PEARSON:

I

c~uld

see no objection in that approach.

Mr. Chairman, I would urge that if the Legislature does go that
route, that they allow late charges to be added.

But perhaps they

can by legislation prevent the real abuses if they occur.

As I

said before, I'm not prepared with dollar figures in that charge.
No, I do not think it inappropriate for the Legislature to find an
abuse in this area, to remedy this by legislation.

0

I would make

one observation for the committee's benefit, and that is that for
the most part, banks have not been making consumer residential
loans for the last several years.

0

1hey do a little bit of it; they

do some FHA lending, and things like that.

But money, being as i t

is somewhat of a commodity, tends to go where it is needed the
most and where the demand is the greatest.

And the banks look for

the credit agencies because the returns are higher than the industria l
loans -- things like this which affect the economy in terms of
providing jobs.

1hey have not been as deeply involved with single

family, residential lenders.

Consequently, and maybe it's related

to this, we have reviewed the records of our department and have
had a lot of complaints, as we expected we would, from people who
are not satisfied with banking services.

We have not been able to

locate a record of any complaints before our department in areas
of finance of concern to this committee.

And for that reason

perhaps, we were less concerned than we should be about the issues
comi ng before the committee.

Abuses that occu r from banks have

just no t been brought to our attention directly.
-15-

CHA I RMAN Mc AL I STER:

Mr . Pea r son, wh at do yo u t h i nk

about the problems tha t Sena t or Gre go r io mention ed.

He s aid t ha t

he recognized that the S&L lenders did have sor"e prob l e ms i n t e rms
of borrowing short a n d len ding l ong, and these are serious probl ems.
But he was concerned abou t th e arbitrariness of some of t h e c ur r en t
practices and the fact tha t the burden is rather uneven , and h i ts
some people and doesn ' t h it oth ers; and it's not really out
so to speak.

f r ont

You borrow money on a house , but you don ' t rea l ly know ,

there are not many people that could assess at that time .

At

some point down the road they might be paying prepayment pena l ties ,
or there might be the

du~on-sale

clauses tha t causes problems in

selling, so he says tha t if there are costs here that affec t t h e
lenders, let that be handled in some other way .

Maybe variable

interest rates, possibly higher rates , possibly something else - but he doesn't like the arbitrariness and the selectivity of the
present system .

Is there some way that we could resolve all these,

not drive the lenders out of business , but get all these costs out
front so to speak, so that they are borne perhaps more equ i tably.
MR.

PEARSON~

been made for that.

I think a good case could be made, and has
My reservations about it, the current po i nt

in time, relates to what it might do to the secondary mortgage
market which I think is far more important to the economy of the
state .

And secondly, while I understand that the charges are not

borne equally too well by all borrowers, I understand that maybe
this has dete r red t h e sale of some residential property with our
current acute shortage of funds in the real es t ate market.

I

think we can assume that had some of the p r oper t y been trans f erred
- 16-

0

and money extended to facilitate the sale, it would have cut
down mortgage lending to other borrowers.

So that the overal l

economic impact through the state as a whole would not be s o
terribly great.
Now , when you look at it from a lender•s point of v i ew,
the lender may be realizing tha t the average maturity of t he loan
that was being given at a particular point of time, maybe 25 or 30
years, but also realizing that because of accumulated statistica l
figures on the turnover of that loan, it•s really very much
shorter , and lenders have relied upon this, and sometimes have been
caught flatfooted because that period was extended: sometimes the
charges have not really helped the lenders as much as they think
they have.

But it is a motivational factor in your own portfolio

in figuring out how liquid you are in being able to meet the
demands of your deposit.

And if you do away with the due-on-sale,

we have to figure that some of the institutions, the S&L would have
to make alternative provisions to preserve liquidity, and that
might have the effect of draining a little bit of money out of the
mortgage market, which would have the effect of raising the rates .
So, I think, if you do away with the due-on-sale in some
measure, maybe not in a great measure, you will force lenders to
take more protective measures for l iquidity
CHAIRMAN McALISTER:

purposes~

We understand that the State of New

York has placed considerable limitations on prepayment penalties.
I 1 m not sure what, if anything, has been done on the due-on-sale
clause .

Are you aware of their practices in this regard?

-17-

MR. PEARSON :

Not specifically .

The problems that I heard

from New York had to do with an unreasonable time.

Usually , rates

on residential lenders, which I think have fina l ly been taken care
of at the present time, were driving all the money out of th e state
to begin with, so there weren ' t a lot of problems the moment a f t e r
they were on the books .
CHAIRMAN McALISTER:

Because they had too low a usury

ceiling?
MR. PEARSON:

Yes, and it was taking the money out of the

state and maybe it carne to California.
CHAIRMAN McALISTER:
MR. PEARSON:

Yes.

I, as I said, don•t have a prepared statement.

I think I've tried to address myself to the three points that
were of particular concern to the committee, and I would do my
best to answer any questions.
CHAIRMAN McALISTER:

I would just like to say-- it's

somewhat related, but not exactly the same issue.
mentioned usury.

You just

Do you have any opinions on our usury laws, which

of course, have been criticized as being kind of inconsistent and
have given banks and S&L's huge exemptions, but other people don ' t
have those exemptions.

The mortgage bankers especially are concerned

about this and various private lenders .

With the rates having gone

so high, some of these people are saying they're looking elsewhere
for their money where they would get better interest.

Is that a

problem here?
MR. PEARSON:
on that?

(Laugh ing)

How long of a speech do you want me to g i ve
I have very st r ong feelings on us u ry and
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they're based o n t wo or three concepts.

The first is that as a

general proposi tion , money is a commodity, and it will mov e where
the demand is the greatest for the interest t hat people are wi l l i ng
to pay for borrowing the money u sed.
move.

That's where it' s go i ng to

If you put an interest rate ceiling on anyt hing and it ' s

unreasonab l y low , nobody is going to lend money on that mark et.
So I don ' t see any virtue in usury as a tool to try to control
the overal l cost of mon ey.

It doesn't work, the money goes else-

where.
Secondly, I believe that the only function of usury is to
protect the little guy who cannot protect himself.

In Los Ange l es ,

there was a $30 million loan from Metropolitan Life Insurance
Company to Crocker National Bank, on that beautiful new building
they have down there, and this was negotiated before the interest
rates got as high as they are now.

But it seems to me that the

state has no interest whatever in regulating the rate of interest
paid by the Crocker National Bank to the Metropolitan Life Insurance
Company.

Who are we trying to protect?

that sense.

So I ' m not a friend in

Now, in terms of protecting the little guy, we exempt

pawnbrokers from the usury provisions, to everybody that really
lends to the little guy.
proper way to do it.

We handle that by statute, which is the

And if you put those interest rate limitations

too low, you drive these people into the hands of il l egal l oan
s h arks, which is bad.

~

Consequently, in my view, the usury, as it

is in our Constitution, in statute, does not perform very much as
a useful function and maybe none wh atever.

And it has a harmful

effect because it is there that some institut ional l ender is out
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of the mortgage business.

I think it has a harmful effect and I

have a hard time finding out wh e r e it has done any benefi t for u s ,
or where it has really protected t he l i tt le g uys .
CHAIRMAN McALISTER: Thank you .

Mr . J ohn Sykes and

Mr. Joe Seedrnan of the Californ ia I n dependent Mor t gage Brok e r s
Association are next.
(See Exhib i t A for writt en tes timony)
Pertinent questions and answers are below .

ASSEMBLYMAN BOB CLINE: Mr. Sykes, how low or in what range
do you think the prime rate must be in order for you to make what
you consider a fair return in your business on a commission leve l
that you've earned?
MR. SYKES:

Well, Mr. Cline, let me answer that by saying ,

it isn't the prime rate that specifica l ly bothers us.
associated interest rates that go with it.

It's the

In other words , the

competing i nstruments which take our lenders out of the mortgage
market into things like treasury notes and C. D. ' s, bank ers acceptances .
ASSEMBLYMAN CLINE:

Those move into markets genera lly with

the prime rates?
MR.

SYK~S:

I agree with you , Sir, yes.

ASSEMBLYMAN CLINE:

That's the point I'm trying to get at.

Obviously, there will be competing places to put money for an
investor regardless of what level the prime rate is .
MR. SYKES:

Yes, I agree with you , Sir.

My answer would

be that at any time we have competing instruments in the range of
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9, 10%, o r higher , which we are experiencing today, we are going
to have withdrawal of our l end ers into other types of competiti ve
instruments .
ASSEMBLYMAN CLINE :

Yes, but st ill that ' s not a n swering

the question that I asked you .
MR . SYKES:

The question was specifically about the prime

rate, but it doesn't real l y app l y to u s, because our lenders are
not prime borrowers , and we are no t prime borrowers.
ASSEMBLYMAN CLINE:

But if the prime rate rises and,

therefore, the potential yield, le t us say, treasury bills rise,
there's going to be a movement of money away from your industry
to those instruments.

At what level can you make a fair return

if the general movement, the general direction of money, is at
11

X11 level.
MR. SYKES: Okay.

Our investors are limited to 10% before

the usury ceiling, so any time the prime or associated rates are
within that range or higher, we're in difficulty.
ASSEMBLYMAN CLINE:

Let's say the prime rate in mid-'75,

according to analysts now , would probably be in the range of,
say,

8~%.

would you be able to make a fair return?

MR . SYKES:

I'm not sure, Assemblyman if you are familiar

with how the mortgage broker works.

Our return is predicated

on commissions we as mortgage brokers receive.
ASSEMBLYMAN CLINE:

I understand, but you h ave no money to

lend , so are you not going to make Commission .
MR. SYKES:

Right, so i f you ask me if the p r ime is 8~,

and if a l so, you tell me t h at compe t ing instruments l i ke
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treasury bills, get down to
with an
bugaboo.

8~

prime

7 ~,

or 7, which might be associated

in other words , the pr i me itse l f is not the

It's a competing instrument , wh ich I agree with yo u

in general with the client.
ASSEMBLYMAN CLINE:
MR. SYKES:

Okay.

But you ' re not answering my quest ion.
I can ' t give it to you-- I can only

say that at any time the prime is in t he neighborhood of 10%.
I cannot give you a specific number because I have to be concerned
with what then happens to treasury bills, what happens to bankers '
acceptances, and what happens to long-term corporate bonds, and
what happens to municipal bonds.

These may or may not,

Assemblyman, move exactly with the prime.

I have some moving

presently right now.
ASSEMBLYMAN CLINE:

But overall, there is a trend -- a

discernible trend in the money market, which moves with the prime.
MR. SYKES :

Okay.

ASSEMBLYMAN CLINE:

Now, how does that relate to your

particular industry?
MR. SYKES:

As the prime gets anywhere near 10%, and I'm

sorry I can't be specific to say that it is 8~ • . ..
ASSEMBLYMAN CLINE:

At 8~, would you be making a fai r

return?
MR. SYKES:

Possibly.
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That's the best I can tell y o u .

ASSEMBLYMAN CLINE:

What I'm getting at now, is you carne

into a compet i tive industry , and rea l ly developed an indu str y o n
the second mortgage market .

And n ow, the situation has ch anged,

and you want to change the r ul es.
MR. SEEDMAN:

I don't find that an unacceptable request.

ASSEMBLYMAN CLINE:

So , in order now, to find another

area of competition within the system, when that competition
puts you in a bind, you want to change the rules.
MR. SEEDMAN:

Not necessarily.

I have a suggestion for the

committee that the forces at hand today are sold in every newspaper
and all over every magazine that you read.
the aspect of income is important if I may.

Your personal affairs ,
I took this out of

the report last month:
"Keeping up with inflation, there is a mammoth
jump in consumer prices this year estimated to be 11.2%
above 1973. The cost of living since 1969 has increased
34.8% or more than a third. Assuming the same rate of
inflation over the next five years the following shows
that an average family of four must have in salary or
wages and what it will need in 1 979 to maintain the after
tax purchasing power enjoyed in 1969. If a man earns
$10,000 in 1969 he needs $13,600 to stay even in 1 974 and
he would need $18,962 in 1979 and if he earned $25,000
he would need $34,424 in 1969 and he would need $49 , 475
in 1979."
I suggest too that those are facts.

I suggest that I can't go

out and feed my family for the money earned in 1969 and I am no
different than our consumers.
have just as you have.

I have the same needs .that they

Automobiles -- the prices are so outlandish

today that we must provide some purchasing power fo r the people
to buy them and earn enough income to pay for the financing
necessary.

The automobile plant laid
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off 125,000 people this

last week, becau se peop l e are wa l k ing i n to s h owrooms and
they cannot afford to pay t hem .
ASSEMBLYMAN CLINE:

I u nders tand what you are say i ng ,

and I do not think it is s ome t h i n g t hat is startling to this
committee.

I do feel, though , t h a t wh a t you are saying ,

you built your industry based on a n eed of borrowers, or
an opportunity for you to make money, wh ich perhaps i s the
gut basis of it.

You see t h at industr y being phased out

and tend to grasp at the needs of the consumer, as a
justification for us granting you an exemption.
MR. SEEDMAN: There is no one e l se in California
that provides financing to be provided .

The Savings and

Loan do not provide secondary f i nancing , the banks do not
provide secondary financing unless t hey put a homeowner•s
loan or some sort of improvement loan against their property
which would have an interest which approximately 12-14%.

The

loans annual percentage rate on a secondary financing is 18.5%
plus, which is substantially h i gher than the average loan that
we write over six years.
ASSEMBLYMAN CLINE: You talk about necessitous
borrowers.

In the original concept , a n d the industry has

developed beyond the necessitous borrowers.

Now, if

everybody is going t o try to contribute to a l essening

of

inflation by creating an opport uni ty to lend mor e money,
you may be contributing to the very in f l at i on you are trying
to fight in order to get your industry t o s urv i ve .
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MR. SEEDMAN: I suggest that there are primarily
two ways that the economy can go , and I am not talking on

0
behalf of the mortgage loan brok ers.
of general business.

0

I am talking on behalf

You eith er inflate the

or deflate the economy today.

economy today

A concern about deflating the

economy is that there is no way to stop it once you begin
deflating it with the productive capacity this country
has.

I merely suggest that there is a need for people to

deflate the position where they can utilize equity in their
property some vehicle or some needs .

Obviously, there must

be something there because it is grown to be a $100 million
a year business.

There must be some need; there must be

some reason why people, whether they be attorneys who
need money at year end to pay their income taxes, or whether
it be the way in Sacramento.

We have property that is

worth $9,000 and would like to borrow $2,000 at Christmas
time, and cannot go to a bank or a savings and loan to borrow
that money , where somebody has a death in the family and
does not have any cash in the bank and realizes that he
got equity in his property.

has

It seems to me that we owe it

to these people aside from the fact that the mortgage loan
brokers would be able to provide that kind of financing
for the people of the State of California.
I do not think just becau se of circumstances afflicting
any of the e c onomy that I do not t h ink we can say , just
because you h ave a b u s i ness and consequentl y circumstances
in the worl d can c h a n ge , your busin ess is liable to go ou t of
business.

We are only sugges ting that we provide a val i d
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bonafide program, and we are suggesting that there is nobody
else, and we are saying that if you limit the ability of
us to compete in the market place--r am not saying you--r
am saying if our ability to compete i n the ma r ke t p lace is
impeded substantially by t h e inflationary pr i ces that we
have today , then prices on the services that we provide, and
the good that we perform must be t o suggest that we are a
eleemosynary institution, or anything of that nature.

We

are in business to generate a profit and that is what
this capitalistic society is all about, and something that
I believe in.

As long as we play by the rules, it seems to

me that there should be some recognition, as to the usury
limitations.
ASSEMBLYMAN WILSON: The way I understand all of
this.

You got into this business with the assumption that

the prime interest rate was 5, 5~~.

The usury law was 10%

and the people l oaned money to you, and then you arrange
the loan and te l l them that they are going to receive about
twice the prime rate.

Now, when they put their money in

the bank, they get about 5%.

If they put it in the second

trust deed, they are going to take more risk, but in
return for taking that risk, they are going to about double
the ¢eld on their money.
MR. SEEDMAN: What you are saying is primarily correct.
We do not , as brokers, accept the money on behalf of the
lender , and then in turn place it for him or give h im
back t h e return.

We solicit a person

who has equity in a piece of prop erty, and the essence of
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0
a clientele i n private l oans.

If we find a 3-bedroom and

2-bath house that i s wo rth $ 30 , 00 0 in such and such an area,
and it has so much equ i t y i n it , I a m willing to advance
$5,000 or $2,000 o r $1, 000 f or a p e r iod of up to a ridiculou s
period of time.
' At t his point t he t ape in inaudib l e )
/The discussion con t i nu es?
ASSEMBLYMAN WILSON: I h ear on the radio occasionally
ads for your company reques t ing people to contact your
company in order to receive a 10% return on their money.
What I would like to have you address yourself to if you
would for a moment, is how--l know that there is a competition
for funds that are out there to come to you so that you
can loan them out, but would you explain to me how the
competition takes place when you try to convince perspective
borrowers to secure funds from you.

I do not hear radio com-

mercials that say that if you go to this mortgage loan broker,
you can get money cheaper than if you go to t his mor tgage loan
broker.

The commercials are basical l y to get the money in that

they will receive 10% interest.

How does the competition work

from the borrowers' standpoint?
MR. SEEDMAN: The abi l ity to shop for a loan is available
through the annual percentage rate.

Term, the amount that can

be arranged, the basis of the property value, in essence, determines the equity in the property and consequent l y two or three
brokers can look at a particular property, and they may have
certain types of funds that are available from certain lenders,
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as t he case may be, and consequently there may be three dif f e r ent
loans that are available on that

individual speci fic piece of

property.
ASSEMBLYMAN WILSON : Wou ld they be availab e a t differen t
rates of interest?
MR. SEEDMAN: Propably not.
ASSEMBLYMAN WILSON: I think you are being unfair to
yourself at this point .

I think that they are not available

at different rates of interest right now because •••
MR. SEEDMAN: I was responding as of right now .

It is

conceivable that the annual percentage rate on all the loans
would be differen t , by all means.

It would also depend

upon the competition in the •• •
ASSEMBLYMAN WILSON: When the prime rate was

4~~,

and

the usury laws were 10%, you must have had time when there was
competition among the mortgage brokers that the borrower did
not have to pay 10%.

Is that correct?

MR. SYKES: Because I was in the business during t h at
time, and there was some 8% seconds arranged.
the majority of seconds paid the 10%.

Al though I thi nk

But if I may go a s t ep

further in answering your question, it is not just the mortgage
brokers competing with each other.

We have two very large

sources of competition: people who are making similar loans to
what we are, and that is the thrift and loan companies and
the personal property brokers.

The thrift and loan compani es '
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minimum rate on real estnte loans is

18~~.

We have seen

persona l property broker loans coming through with 24% inte r est.
(next sentence inaudible)
In other words, we are not asking for any big favor.

We j ust

want to catch up, besides which we are today making loans at a
15 to 16% yield of the annual percentage rate, which these
competitive companies are not making.

We are going into the Black

area, we are going into Chicano areas, we are going into areas
that are pretty much redlined by companies like AFCO, etc.
In other words, we are doing what they are not doing because
of a risk, and we are receiving less yield.
to be economically

feasible~

That does not seem

and over the long run , it is not

going to be.
ASSEMBLYMAN WILSON: If we were to end the usury l aws
as t hey affect your business , right now when you take the interest
rate of 10% plus your commission, you are paying a 15% or 1 6%
annual pe r centage rate.

Wh at do you think these rates

would become if we were to remove the 10% usury law, and
let us assume that the prime rate stays at
prime rate today .

10~%.

That is the

What do you think it would go to?

MR . SYKES: I think we would need to make competitive
loans to be in an annual percentage rate somewhat similar to
our competition and the rate ranges 18 to 20, maybe not higher
than 20, somewhere inthat range , to ·compete.
We

a~e

working on specific recommendations .

prepared to give you an answer today.
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we are not

ASSEMBLYMAN CLINE: I was reading in advance of your
testimony.

Wh en you suggest realigning the 20-year old

commission, coul d you for the record state what that commission
is today a nd wh at you would suggest wou l d be an appropriate
level.
MR. SEEDMAN: I can state for the record what the commission
is today, and I wou l d prefer to defer any comments that I have
directed at recommendations, as our legislative board is working
on firm and specific regulations so we can in essence be able
to respond adequately to the committ ee .
The commission rate today is a limit of 5% a year
on junior .leagues up to 3 years, or 1 5% maximum commission on a
three year l oan: but the loans today are being written for
six years, and consequently there is no additional compensation.
ASSEMBLYMAN CLINE: That is 5 percent of the funds which
you arrange.
MR . SEEDMAN: Yes.

Up to 5%: that is a negotiable figure.

That is the limit, the top figure.
ASSEMBLYMAN CLINE: I guess t h ere is just nobody below
the limit.
MR . SEEDMAN: That is not true .

The average loan is

somewhere in the neighborhood arranged for a period of five-year
with probably an average commission of less than 12% or 4% per year.
CHAIRMAN McALISTER: Your percentage is figured on the
amount of the loan?
MR. SEEDMAN: Yes.
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0
ASSEMBLYMAN CLINE:

T ~ke

a 5- year, $2 ,0 00 loan

and project that out for the record , as far as the

0

commiss i on goes.
MR . SEEDMAN: The appr oximate

comm~:sion

is $240 for

five years.
ASSEMBLYMAN CLINE : Of those in the business to g i ve u s
a picture of the structure of the industry, how many firms are
involved in the industry, and what is the distribution of

0

the - among those firms of $100 mi l lion?
MR. SEEDMAN: I do not have any complete specific
statistics, but there are approximately 55,000 licenses in the

0

State of California and there are approximately 160,000 salesmen.
Basically, the universe is committed by law to negotiate real
estate.

0

I can tell you that approximately a large percentage

of those loans are arranged by the members of the california
Independent Mortgage Brokers Assoc i ation and its membership is
approximately 30 members or something of that nature.
ASSEMBLYMAN CLINE: Among those what percentage of the
total $100 million market of which you spoke earlier in your
testimony , how much of that $100 million is comprised of the
30 firms within the Association?
MR. SEEDMAN: I do not have those specifics. I certainly
would attempt to reserve the opportunity to correct the figure
that I give you, but I would say that, you see there are a lot
of people that have arranged individual investors arrange their
own loans without the use of a broker.
-31-

ASSEMBLYMAN CLINE: Within your association, what is the
t otal volume of loans which you arrange?
MR. SEEDMAN : I would guess somewhere arou nd half o f tha t
number .
CHAIRMAN McALI STER: The commis s i on is paid by the bo r rower ?
MR. SEEDMAN: Yes .
CHAIRMAN McALI STER : Added to the total amount of the loa n?
MR. SEEDMAN: I t

i s included in the gross amount of the

loan and the borrower receives t h e n et proceeds.

In the $2,000

loan that Mr. cline referred, the customer would receive $1,760
approximate l y, and sign a note for $ 2 , 000 .

At that time the

broker receives his commission .
CHAIRMAN McALISTER: It is added to it, but it is deducted
from the proceeds.
MR. SEEDMAN: Yes .

I t would be exactly the same thing

when he sold his house and the equity he had in his house, the
real estate broker gets part of the closings that come out of
his proceeds • .
CHAIRMAN McALISTER: Why do you need a realignment or a
change in the rates if you are not charging the maximum now?
MR . SEEDMAN: You are not charging the maximum because
there is a mixture.

This is another point that I think is

important for the committee to recognize.

As the law reads

at the moment there is a differential between the fees that t he
broker can cha r ge on first trust deed loans as compared to
second trust deed

loans.

It

averag~out
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and you arrange a

reasonable number of first trust deed loans.

When you average

out a lo% loan, or 9% first or 6% first, you may charge commission- .
wise, a 12%, or 13% second as the case may be, and you mix i t
all up, so it comes out about 11% or 12% on the average .
CHAIRMAN McALISTER: Just to clarify one point, you only
charge the commission for the first three years of the loan.
MR. SEEDMAN: That is right.

Incidentally, there are

loans that are written for one or two years, and consequently
the commission is regulated on per year basis.
loan it is 4%.

on a one-year

The conception that every broker makes 15% or

15 points on something like that on every deal is not true.
Inflation hurts you on the one side and maybe helps you on the
other.

It seems like the help would be that the loans would

tend to be larger because there is more equity existing in property.

It would probably take you as much time to organize the

small loan as it does a larger loan and so your income in relationship to your time probably has increased on one side of
the

e~ation

because of inflation and then on the other side

you have more difficulty getting money because of inflation.
That would lead me to the conclusion that perhaps the commission
rates would be left where they are
I see.

because that is nottheproblem

The problem is your ability to get money because of

inflation.
ASSEMBLYMAN WILSON: would you argue against inflation?
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MR. SEEDMAN: Yes I would.

I th i nk you are positioning

the question and the concern of the analysis you make is qu ite va l id .
It is tru e that there is an inflationary pressure that pus hes
the price of proper ty up and consequent l y the eq 1ities, in tur n ,
have increased.

20 years .

Th e size of t he l oan has increased in the las t

Prior to comi ng up here I anticipated that ques tio n

and in a kind of a cursory way I anticipate that the increased
commission that we der i ve from the slightly larger size loan.
Let us assume that the average loan was $1,500 or $2,000 in 1955
and 1960.

Let us say that the average loan today is $3,000

$3,200 or something like that which you apply the interest rates
or the commission rate, which you are talking about, the differential in the income rate.

You go back and take a look at

what has happened from wages, rents, payroll taxes, social
securit~

automobile expenses, gasoline and everything else, the

costs have not

ke~up

with the basic increase.

In addition the

costs are necessary in order to service the loans as the case
may be.

The larger the universe becomes the more services that

you provide and the more cost of these services, consequently
the figure that you are talking about gets less .

Chances are it

is less, and I cannot say that without any equivocations.
MR. SYKES: can I take just one minute to answer Mr.
Wilson further on the point about inflation taking care of our
costs.

We have a strange situation today that while we have an

inflated economy, the larger lender has left us with CD ' s and
forbankers

acceptances and other types of notes.
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The net

0
effect has been that, particularly with my company, the size
of the loan in the last six month s which is the most inflationary
curve has actually decreased because we just cannot make the
bigger loans .

The b i gger lend er d o es not wan t to talk to u s

when he can get 12% or 1 3%.

We have a very important fac t or

that as soon as you have a hig h i nflationary cycle, you lose
your big lenders.

The size of your loans decrease, yet your

costs escalate.
ASSEMBLYMAN WILSON: Mr. Seedman said the opposite
of that.

He said he ant'cipated the question and the argument

to justify the increase in the commission was the fact that the
salaries for secretaries, rent, equipment have all appreciated
and the loans have got larger, but the appreciation of the costs
have eaten up that profit.

Your argument is that the loans

have got smaller and costs, I assume, are going up for you and
so you are saying we are really in a bind and we need the increase
in the commission.

You were carefu l to say that was in the last

six months that this has occurred.
MR. SYKES: Yes. I agree.

In general, inflationary times

the size of the loan will increase.
ASSEMBLYMAN WILSON: Your statement would not be applicable
to the last six months.
MR. SYKES: A severe inflation is liable to go contrary
to trend.
CHAIRMAN McALISTER:

Why isn't the amount going down now?

MR. SYKES: The size of the l oan in

m~ny

cases has on the

average decreased because the large loans that we used to make,
$15,000, $20,000, $25,000 which is a large ban to us, that
investor is out of the second mortgage loan.
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ASSEMBLYMAN CLINE: In re l ation to the cost of acquisit i on
of funds, do you have any figures for the committee relative
to what your cost of acquisition of funds for a $1,000 is
or another figure?
MR. SYKES: No we do not at this time; I think it wil l
vary considerably within the industry.
ASSEMBLYMAN CLINE: I would think it would.

I would

also suggest that within the 30 firms of your industry who
are in your association there would be a source of information
as to what it costs them per $1,000 of loan or some other
measurement that you may have.

It would be interesting.

could

you supply that to the committee at a later time?
MR. SYKES: Yes.
CHAIRMAN McALISTER: our next scheduled witness is
Mr. Thomas Lowe of the california Mortgage Bankers Association.
MR. DENNIS KENNEDY:
committee.
Association.

Mr. chairman and members of the

I am Dennis Kennedy, California Mortgage Bankers
With me today is Mr. Thomas Lowe, a

partner

in the Mason-McDuffie Company and an officer in the california
Mortgage Bankers Association.

His brief remarks will

lend

itself specifically as to how these lending practices affect
and are affected by our industries.
MR. THOMAS LOWE:

The California Mortgage Bankers

Association has been represented at the three previous meetings
of your committee.

we appreciate the opportunity today to give

our brief remarks.

Possibly it might be well for the benefit

of the members of this committee if I open my remarks with a
very brief def i nition of the economic function which the
mortgage bankers perform.
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0
There are some similarities and very few similarities
between our economic function and the function of the mortgage
brokers as presented before us.

Essentially a mortgage banker is

an importer of funds from capital surplus ar eas of the country
into our area.

0

We originate in the case of residentia l loans,

which I believe the committee is most interested in addressing
itself to.

We originate those loans, close those loans against

the bank line of credit and sell the loans to institutional
investors, banks, savings and loan associations, pension funds
located in all areas of the country.

We perform a servicing

function for the life of that loan from the time it is originated
and handling the delinquencies and the monthly payments, making
the payments to the investors who purchase a loan, and handling
any necessary property disposition in the event of foreclosure.
My comments this morning will be brief and will be addressed
to the three areas, prepayment penalties, due-on-sale clauses
and late charges.
The concern of the CMBA and of our individual members

is and always has been, to preserve and encourage the flow of
mortgage funds into

c~lifornia.

This occurs as a part of the

secondary mortgage market operations that were referred to
earlier this morning.

As an indication of the role which

we mortgage banksrs have played in providing funds into California, you might be interested in total figures over the last
two years, that being 1973, and 1972.

In 1972, california

Mortgage Bankers provided financing in the State of California
in total aggregate of $5,627,287,000.

Included in that total

was $1 billion, slightly over $1 billion in conventional sin g l e
family loan s and about $2.2 billion of FHA vehicles.
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In 1973,

the total figure

was $5,863,463,000, which was

omprised

of a little ove r a bil l ion and a h alf i n conventional mor tgages
and a little over 1.8 b i llion in FHA a n d VA mortgages.

Th ese

figures prove the importance that mortgag e money from ou t of
state has had o n Californi a's h ou s i ng indu stry .
loan of $25 , 000 , we would finance between
homes per year .

At an average

12~000

and 130,000

In the past, the CMBA has at various times

supported the position of the californi a Savi ngs and Loan League,
the CaliforniaAssociation of Realtors , a nd various home bu ilder
association.

In every case, our support has been based on what -

ever would preserve and encourage this f low of funds into the
mortgage industry in california.

Years ago , high g r owth

eight years in the 1950's, investors who purchased cal ifornia
loans were able to achieve a better yield because California
was one of two or three areas that were growing rapidly i n t h e
1950's and our yields we offered on our mortgages were higher
than was available in many other areas.

R~cent

years these

yield advantages have moderated on a nationwide basis to the
extent that we must compete on other bases rather than just
yield .
What effect would possible changes in these t hree areas
have on the flow of funds into California?
clause.

First, the due-on-sale

As mortgage bankers we are desirous of preserving our

servicing portfolios because it is from the income from our serv cin g
portfol ios that provides our economic base of income.
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With tha t

0

statement in mind, it wou ld b e to our advantage to not have dueon-sale clauses and thus permi t loans to be assumed and to
perpetually servicing of our loans.
view, however, if

C~fornia

From a practical point of

were to invalidate these clauses, other

states would have a competitive edge. Why are due-on-sale clauses
used? With the problems of the thrift institutions being one
as mentioned earlier this morning of having to borrow short and
lend long, a due-on-sale clause provides the opportunity of
reviewing interest rate and adjusting it to meet the rates and
costs of new money.

It is also a good idea, particularly in

the last two or three years with the high increase in the
number of high loan value ratio, I am talking now about 90%
and 95% mortgages which were nonexistent five years ago.

These

loans are made to a particular borrower with a particular set
of qualification standards and with little equity in the property
at the time of sale , those loans when assumed within a few months ,
or within a very few years of the time they originally are sold,
it is necessary and

prudent to have an opportunity to review

the individual who would be assuming that loan as to whether he
would have the same inherent abilities to handle the payments
as the original borrower.
Second, on the subject of prepayment penalties.

As

mortgage bankers we have contracted to service a loan for the
duration of that loan and the loan has been sold to an investor ,
we are not participatin g in the collection of any prepayment
penalties.

The prepayment

penalties belong by right to the

investor who has purchased the loan.

Prepayment pe nalties much

as in the case of the due - on-sale clause, is used to compensate
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the lender for having made investments at, as an example,
5 3/4's or 6% for 30 years in a market that has seen rates of

8% or 9% level for six or seven years of that 30-year period
and then it is paid off at the end of ten years ,

California

must be competitive with other states if the flow of fun d s
from out of state is to be preserved.
Third, on the subject of late charges.
we have a somewhat different situation.

With late charges

Late charges by prac-

tice do remain with the service as compensation for his additional costs of collection.

Late charges should not be used as

a penalty for paying late or for failing to pay a mortgage payment.

In fact, recent ruling of the california Supreme court

in the case of Garrett v. coast and Southern Federal ruled that
late charges must not exceed the additional cost of collection
plus other actual damages secured by the lender.

This is all

that we as mortgage bankers have ever felt was desirable in the
area of late charges.
In conclusion, we wouldlike to point out that the impact
of imported mortgage money has had invested through mortgage
bankers in the housing finance area of our State, even Savings
and Loans and commercial banks, in addition to us as mortgage
bankers, sell their loans to out of state investors.
comments would also apply to these industries as well.

So, our
Mort-

gage bankers have supported and will continue to support those
legislative proposals, which if enacted , would have posit i ve
affect on the continued flow of mortgage funds in California .
I will certai nly be happy to answer any questions y o u
may have.

Thank you.
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CHAIRMAN McALISTER: I would appreciate your comments
about some of the problems of the due-on-sa l e clause .

what

are you going to do with the Tucker cases?
MR. LOWE:

The Tucker cases, as I

oJ ~ derstand,

is most

applicable in the case of an equity situation where t h ere is an
equity

reserve in the sale of a loan.

It is possibly not c l ear

as to its implication on the sale of property where there is
no equity retained on the part of the individual who previously
owned the horne.
CHAIRMAN McALISTER: In the Tucker case, it seems to
suggest that where we have got installment land sales contracts,
there can be no effective exercise of the due-on - sale clause and, of
course, contracts of sale have not been favored i n the law and
there aren't many lawyers, if any, who wou l d urge people to
exercise them or use them.

But this may create a very s t icky

situation where people do start to use these devices with all of
their faults, maybe try to improve on them.

It leaves us in a

very awkward situation right now, what everyone thinks of the
due-on-sale clause, does it not?
MR. LOWE:

I think that's a very valid point.

I think we

have had to, however, respond as mortgage bankers and we deal
primarily in a product that is quite standardized for sale to
investors or FHA or VA loans, conventional loans that are closed
on standard documentations.

I don't believe that the contract of

sale provision is going to be a broad use within our industry.
CHAIRMAN

McALISTER ~

Do you think you could se l l a loan in

which there is a contract of sale involved?
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MR . LOWE:

Your q u estio n i s c ou l d we sel l a l oan wh e r e the

property had been sold on a con trac t o f sale, 2 n d o ur or i g i n a l
loan had been made t o t he own e r o f t h e p rop er t y who h a d s o l d th e
property?

I th i nk if there were n o due - on-s al e c l ause , a s the r e

is not, for e xampl e, on FHA o r VA l oan s , there would be n o e ffect
on the proper t y.

That is co rr ect.

I n the case of convent i ona l

loans where t h ere would be an accelerat i on clause , or a due on sale
clause, it would be in effect, a nega ti ve effect on the buyer o f
that loan.
CHAIRMAN McALISTER:

Thank you Mr. Lowe .

We wil l now

hear from Mr. Myron Alexander, Realtor from Campbell, California.
(See Exhibit B for Mr. Alexander ' s written testimony).

LJhe next speaker is Mr. Henry J. Desz, Special Administrator, Personal Property Brokers Law, Department of corporations.
See Exhibit c for Mr. Desz ' written testimony).

ASSEMBLYMAN McALISTER:

Thank you very much, Mr. Desz.

I believe our next witness i s Mr. Bernard J . Mikell, California
Savings and Loan League.
MR. BERNARD J. MIKELL:

Thank you, Mr. Chairman.

I am

Bernard J . Mikell, J r ., Caiifornia Savings and Loan League .

As

I promised, I h ave been here before and all of you except for Mr.
Wi l son h ave h eard me.

I will only make a few brief remarks .
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I did want the committee to know I have requested. from
our research department and also from the United State League of
Savings Association, certain data which has been requested by
various members, and as I mentioned to you earlier, I will get
that data to the committee prior to the session.
Very briefly I would like to say our presentation as far
as an industry presentation was made, I think quite well, on the
document which you have, entitled:
Richard Pratt!who is an economist.

11

'rhe Mortgage Laws .. by Dr.
Our basic argument, if it is

an argument, is very simply that we cannot look at individual
facets of the mortgage financing institutions as they exist in
the State of California.

We must look at them as a whole.

We

cannot look at a particular late charge or prepayment charge or
due-on-sale clause without realizing what effect that wil l have on
the other end of the spectrum which is the housing buyer -- the
fellow who wants to come in and buy a house.

We had a lot of

discussion the other day on variab l e interest rate notes and
I met with one of the lenders who is a savings and loan lender in
this state and has written nothing but variable rate notes for the
past five yeras.

Most of you know that today rates are probably

around 10, 10~/o on single family residences, if lending money is
at 9%.

As wediscussed earlier, there is no prepayment charge,

of course.

Now, we discussed earlier that the charge to the home

buyer is a function of what the institution pays for points.
I would like to mention that we have heard an awful lot
about the Garrett case, but we haven't heard very much about the
Meyers cases.

Maybe this is my harking back to first year law

*see November 12 transcript, Exhibit A, page 126.
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school but I get the strong f ee lin g t hat the Legislatu re makes
the laws and not the courts, and in th e Garrett case as you k n ow ,
the savings and loan indus t ry does no t a gree
taken by the court.

wi~

the approach

We be l ieve , that the late charge should no t

only reflect admin i strati ve cost and loss of use of money, but
it should be an incen t ive for tha t borrower to make his payment on
time.

I refer you again to ou r paper .

The Caifornia Law Revision

commission came out with a study which deals with the subject of
liquidated damages in full, which of course, you all have access to
and I think many of the things that we discussed and many of the
statements that were made are clarified in that study.
I refer you to the Meyers cases because they had two very
interesting things:

(1) which you heard before, that banks and

savings and loans are heavily regulated by the federal agencies.
The Meyers federal case very clearly said that federal law preempts
the field of prepayments of real estate loans to federally-chartered
savings and loan associations.

So, that any California law in the

area is inapplicable to federal savings and loan associations
operating within California.

As we mentioned earlier, that means

that any legislation which is passed by this committee, according
to the cases which are now existing, federal cases will apply
only to state-chartered banks and loan associations.
I also refer you to the Meyers case which was ment i oned
very briefly by the Real Estate Association ana I will read a very
few sentences:
The clear import of this provision, and we are talking
now about prepayment cha r ge provision , is to give the borrower an
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option, either pay the note in the manner contemplated by the
contract or prepay the balance due upon condition that surcharge
be added for the privilege of exercising t he opt ion .

The clause

does not penalize for the "breech of an obligation contempl ated
by Civil Code Section 1670."

No breech is involved in the

prepayment transaction, only the exercise of the option given to
the debtor for an alternative method of paying his debt .
I read this to you simply because lawyers can argue as
they will for many years about what a case says, and the Tucker
case has been referred to.

It is my feeling, as I said, that the

Legislature is the one who makes the laws and not to rubber stamp
the holdings of ··various cases.

I would also like to mention in

closing that we have heard an awful lot about the New York experience
and what New York is doing about the charges in New York are.

I

will have data for the committee on just how effective the New York
experience has been in allowing people to own their homes.

You

heard Mr. McKenna say in the years through the end of the war
when California was the capital short state and New York had a
lot of capital, the capital was coming out here.

In other words,

it is our contention that the housing needs generally are being met
in this state by the savings and loan industry.

If you don't

mind, Mr. McAlister, this is Bob DeKruif, of Home Savings, he
would like to make a few comments and after that I will answer
questions.
MR. BOB DE KRUIF:
a general fashion.

My comments wil l be very brief and of

I just want t o say that I think the most

important thing that this commi tte e should consider is how to keep
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money in the housing mark e t so th at your constituents will a l ways
have homes.

•rhe prime considera tion, I think yo

should think of,

is how to help the savings and l oans mak e over 70% of t h e home
loans.

I can ' t ge t over the o n e-sided approach that has constant l y

been put forth t h at a borrower can assume a loan at the rate that
is favorable to them but the lender can't change it under a ny
circumstances .

Tha t the borrower can pay off a loan that is to

his advantage but the lender cannot .

I think that it should be

remembered that t he borrower, there is no coercion, there ' s
complete freedom of choice.

We will look at ten homes, we will

appraise and commit on ten homes and we will only get five of
them on an average.

So, you can't say that there isn't competition.

I think the prepayment charge , the late charge, the due-on-sale
charge, are all academic if you don't have money to loan.

The

complaints during these hearings have not come from borrowers but
primarily from real estate people whose commissions are more
significant than any other charges and one that all consumers pay.
I think consideration should be given to the vast majority of homeowners that meet their obligations rather than those that don't.
When it comes to prepayment charges, again, there are many
circumstances where there is no prepayment charge.

Also, it must

be remembered and I reiterate again what other people have said
that if savings and loan has a committed six monthly payments that
the people

ma~e,

of six interest rates that they pay for a term

usually from 20 to 25 to 30 years and a lender can't change this
regardless of the money market although the borrower can.
borrower can refinance his loan at a n y time.
-46-

The

The reason here the

borrower has been able to sell his home from 20 t o 40% more than
he paid for it so the prepayment charge is relatively s mal l in
relation to the profit he makes from the sa c of his home.
Reference has been made during the hearing to charges that are
made by certain governmental agencies and banks delayed payments
and prepayment charges.

First, I think you should realize, as you

probably do, that government agencies are not known to be the most
efficient as private businesses.

They don't need the motivation to

operate in a businesslike fashion and they are in and out of the
money market so they are not what should be considered as primary
lenders.

As I previously have mentioned regarding late payments,.

in our experience our delinquencies on FHA loans are 14 times what
they are in conventional loans and delinquencies on GI loans are
ten times what they are in conventional loans.

I'd like to point

out that the respective late payments are four and two percent.

I

also would like you to realize on the conventional loans they are
ten percent, yet we collect more money percentagewise from the two
and the four percent late payments than we do the ten percent
because there is such a higher percentage of those people that are
delinquent.
following the

For prepayment charges some of the banks suggested
FHIMC

formula.

There again , it must be rememberec

that the low percentage of home loans that they make in relation
to the ones that are made by savings and loan.

One of my banker

friends recently said, we don't worry about the prepayment penalty .
We could turn around and make the l oan on a personal installment
loan at 15% o r more.
t he housing market.

Gent~emen,

that mQney is not going into

I am not being derogatory about the banks.
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I am just explaining the fact that if you are interested in home
loan, the savings and loan are the ones that are doing it.
ASSEMBLYMAN CLINE:

Mr. De Kruif, what percentage of the

borrowers in your experience incur late charges?
MR . DE KRUIF:

I can give you roughly on the conventional

loans seven tenths of one percent.
percent.

That's where we charge ten

On the FHA loans there are approximately 18% and

on the GI loans approximately 10% so that's where your figure of
the borrowers in those respective categories of loans are.
ASSEMBLYMAN CLINE:

So what you are saying is that a FHA

insured borrower, 18 percent of them are going to be late in their
payments at some time during the year.

Or is that over the term

of the loan?
MR. DE KRUIF:

Well, on a consistent pattern month by month

that is the way it averages out.
ASSEMBLYMAN CLINE:

What is the profile of those borrowers?

The economic profile of the VA-FHA borrower versus the conventional
borrower, is there's a dramatic difference in the type of borrower
that would generate that kind of difference?
such are usually higher loans.

The FHA loans as

There is less equity which I think

answers your question; however , on conventional loans, we make
many 99% loans which is getting up there quite .•••
ASSEMBLYMAN CLINE:

Well, what I am getting at is the

economic situation of the individual borrower would seem to me to
influence to some degree the ability to meet a payment and the FHAVA borrower may be a lower income borrower and therefore, more
prone to be a reasonable assumption?
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MR. DE

KRUIF ~

Yes, I fo l low what you are saying but in

turn I think if the late ch a r ge were a higher percentage we would
not have the delinquenc i es because like al l people they probably
have other obligations where their costs being late or h igher so
that when it is at a 2% or 4% rate there isn't the incentive,
motivation -- whatever word you might call it -- to make that loan
payment.

And I think the worst of all wonds is to have one of your

constituents delinquent and coming in and say, look, the savings
and loan is going to foreclose on me because I am one or two months
late.

I think it would have been better that they pay the loan

payment, and they maybe would have if the percentage of the
charge had been higher.

I am saying, I know what you mean,

economically maybe more of those people are going to be delinquent.
I think if the charge were 10% on these people because we make
many 90% loans, that they would maybe not be as delinquent.
MR. MIKELL:

May I make a comment.

I understand what you

are driving at but be aware the conventional loans include 90
and 95% loans.
ASSEMBLYMAN CLINE:

I am not looking at the amount of the

loan in relation to the market value of the property.

I am

looking at the economic profile of the borrower himself.
MR. MIKELL:

Actually I think that for the people who

qualify, it is better to look at the property because the person
who has the 20% down would probably go to a VA or an FHA loan if
he can.

Now financing with present mode of insurance a lender is

just as happy if he has the money to lend, to lend at 95% if the
conventional borrower qualifies in all respects for any type of
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loan, so I think i t wou l d be v e r y d iffic u l t r ea l l y - - I don ' t
know if there are f i g ur es

mayb e th e real esta t e peop l e have

those fig ur es.
MR. DE KRUIF:

We l l , t he f i gur es that are q uoted -- I a m

not comfortab l e wi th i t as justi fic ation yet.
MR. MIKELL :

I wi l l see if we can separate those two.

I

can tell you industry-wise, you know , industry is about 10% of the
industry -- single loan industry i n California but industry-wise ,
I th i nk those figures are pretty much the same.
cases now in which that is coming out .

There are cou rt

There is a signifi cantly

higher delinquency rate on FHA and VA loans .

I would like to say

obviously it is because it is a lower charge.
ASSEMBLYMAN CLINE:

If we as a Legislature reduced signifi-

cantly the level of the late charge , what would be the industry ' s
response as far as buyer qualification or interest rates on the
total loans charge?
MR. MIKELL:

I think , for just sort of a guess, it wouldn't

have any effect on going into the loan.

What the effect would be

and lenders h ave told me this , loan offices said , that means,
Bernie, that we cannot wait as long .

We know, for instance, if a

guy gets two months behind, we are going to file notices right
then -- 60 days.
it is late.

As you know, by law you can file on the day after

I don't think it wil l h ave any effect .

The amount

of funds, if say 10% of the funds come in 30 days l a t er t han they
did before, there would be that much less money behind.
ASSEMBLYMAN CLINE:

What I am dr i ving a t

is t hat i t seems

to me if we do away with or severely l i mit the late ch a r ges , the
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cost incurred in collection of the late charge would then be in
effect born by the 99.3 percent who are never late.

Is that a

fair assumption?
MR. MIKELL:

Exactly.

As an economist you call it user

induced cost I guess, and that is exactly what Dr. Pratt was saying .
We really are putting the cost where it belongs.
ASSEMBLYMAN WILSON:

I wanted to ask something, Bernie,

since it relates directly to what you were saying.

Correct me if

my analysis of the law is wrong at any point along the way.
Suppose that we have a couple of late payments in California.
Then a company is organized, incorporated in the state of New
Jersey and doing business in California and you make application
for a loan and that application has to be accepted by the parent
IDmpany in the state of New Jersey.
no late payments.

And let•s say New Jersey has

Now, I would think as a lawyer that the law of

New Jersey would apply to this particular loan and not the law of
California because the loan was accepted in New Jersey.

Is that

correct?
MR. MIKELL:

11

Conflicts 11 was never a very strong subject.

You are saying then it is the document itself .

If the agreement

was consummated in California •.••
ASSEMBLYMAN WILSON:

I assume if the agreement is accepted

in the state of New Jersey ..•.
MR. MIKELL:

That•s the secondary mortgage market; in other

words, after the l oan is made.
MR. WILSON:

No.

goes back to New Jersey.

If I make an application for a loan it
In New Jersey representatives of the S&L
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say, "Yes, we are go i ng to give Wi lson the money .

Now I wou ld

think that the law of New Jersey would a pply and not the l aw
of california.
MR. MIKELL: The S&L cannot do t h at .
across the state lines.

They cannot l end

They can sell the document a f ter the

loan has been consummated, but they cannot lend.

They cannot

go into another state and make a loan.
MR. WILSON: I have a loan from Colonia l Mortgage.
are in Pennsylvania.

They

We are talking about late payment charges

only as they apply to the S&L.

The S&L cannot loan across

state lines.
MR. MIKELL: That is right.

That is Federal Home Loan

Bank regulations and you can see the reason for it.
MR. WILSON:

What about it if you made the acceptance

in another state but the loan took place here? If we did this,
would it even accomplish anything?
MR. MIKELL: Testimony was presented and presented in this
paper that we had, that 36% of all mortgages presently existing
on residences in the state of california are held elsewhere.
Maybe the S&L originates 70% of the mortgages but they may
sell them to FHLMC or Home Loan Mortgage Corporations, FNMA
or GNMA, or they may sell them to private investors somewhere
else.

I do not think they can do that, but as far as the law, fine.

I would think that the document that is used at the time the
transaction is entered into could well be affected by whatever
laws are existing in the state of California.

I do not think

a Pennsylvania corporation could do business in california u sing
pennsylvania l aws and ignore california law.
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0

CHAIRMAN McALISTER: Mr. Wi lson was saying there are some

0

conflict of law problems, though if the contract is made in
some other state.

Apparently that is not going to happen in

the initiation of an S&L deal.

0

Maybe it happens at some other

level or with some other kind of lending institution.
ASSEMBLYMAN WILSON: It seems to me there is a whole
string of cases dealing with the sales tax.

For example, where

you order something through a mail order house in Illinois and
the Supreme court always held that you are in california. The
Illinois sales tax could apply and to get around that they have

0

something called the use tax.

It would seem that there would

be, at least to me, some ways to skirt this in california
had a ban on late payments, there would be some conflict of
law questions concerning it.

I would like to know if those are

real concerns.
MR . MIKELL: You did hear the mortgage bankers and mortgage brokers presentations this morning wheretheytalked
about usury.

Obviously, someone from another state who wants

to come into this state and lend money as governed by our
usury laws.

I would think the same principle would apply.

ASSEMBLYMAN WILSON: I am not so sure that it is that
obvious because it is a question of where the acceptance of the
deal is made.

If it is made in california, or if it is

made in some otrer state.
MR. MIKELL: Federal laws governing S&L that we have
preempted that discussion; in other words , Federal Home Loan
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banks says in order to get a charter operating in these Federa l
loan insurance and in order to do that, to g et t hat insurance ,
you must fo llow the laws.
ASSEMBLYMAN WILSON: The comments and ques t ion s tha t I
am making, I thought at one time they wer e present ed in this
committee and the issue was never resolved very clearly as
to what the conflict of law--what effect it wou l d have in this
whole area.

It is something I would like to have more informa-

tion to.
CHAIRMAN McALISTER: My consultant has reminded me there
is apparently some kind of a conflict of law problem with
regard to , for instance, the issuance of a Citibank note
andapp~ently

the final resolution of that issue is to whether

california usury Law were to apply to those notes that were sold
in california.

I think it was finally determined that New

York law applies.

Is that not so? Why did New York apply?

Because that is where they were issued?
MR. CARLYLE R. BRAKENSIEK: Mr . Chairman, the reason it
went to the counsel is that the function of the usury l aw is
to protect tl e borrower, not the lender.

The appropriate for um

for determining which usury law would apply would be the domicile
of the borrower.

The borrower in this case would be Citibank of

New York, therefore, New York would be the appropriate law rather
than california laws.
MR. MIKELL:

That is not to say that the Department o f

Corporations qould limit the sale of those notes in the state on
wha t ever grounds they wanted to.
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ASSEMBLYMAN WILSON: The commissioner came to the
opinion on the

Citibank notes that he had no direct assertion

to foreclose a corporation commission.
MR. MIKELL: I thought that was what you asked Dr. Barker
down in San Diego, and I thought he never

g~an

Attorney General or Legislative counsel.

As you ·now know, that

question is also moved because those

opinion from t he

Citibank notes are under

the jurisdiction of the Federal Reserve Board.
ASSEMBLYMAN WILSON: I wo u ld hate to see it legislated in
the area and have the effect that california really loses busines s.
MR. MIKELL: This is the thought of this continuing
debate that carl and I have is that there is so much regulation
on the federal and state level and thi s is what you heard Dr.
Barker say.

There isn't really a heck of a lot that we can do

unilaterally.

In any of these areas wh ether we agree with the

Myers rationale or not, if the Federal Home Loan Bank says
an S&L will do this, they will do that or they do not have
insurance.

If the Federal Reserve Board says t his to a bank

and they do not do it they do not have insurance .

As you know ,

that is viable, you cannot operate really if you do not have
federal insurance.

You are right, you lose.

MR. DE KRUIF: I would just
l

~ike

to close by saying

we would ask your consideration for the present method of financing
by Savings and loans and realizing

~hat

very few borrowers are

complaini ng about the present method and that the majority of
l

them will continue to receive their financing from savings and
loans.

The last thing and the most important is the basic money.
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All the mo n ey we get

comes f rom savers and I think that much

considerationffiould be given to p rotect ing their money at all
times too.

Thank you .

CHAIRMAN McALISTER: Do you h ave a prognosis at t h is
time for the variable interest rates .

I s t h at goi ng to prove

to be a viable approach f o r us?
MR. DE KRUI F: I was in New York and Washington a couple
of weeks ago and tried to get a deal t h ere .

I

thi~

it was

previously explained at the hearing that the Federal Home Loan
B?nk seems to be agreeable to it, the Tr easur y Department seems
to be agreeable to it, the Federal Res e rve Bank seems to be
agreeable to it.

The Federal Home Loan Bank can instigate it

and institute it but the problem is the labor to some extent.
I do not know if the Federal Home Loan Bank is g oing to feel
strong enough to go ahead.

I do not know the process enough that

congressional ly the l egislation could be rescinded or not.

That

seemingly would be the answer that would eliminate the due-onsale clause, it would eliminate the prepayment charge, it would
eliminate anything.

Two years ago we were loaning at 7% so if

any of you gentlemen had bought a home then you would have had
a 7% loan for 25 or 30 years.

If we took advantage of the

variable mortgage rate in the last year, it would have been
10~

-

10~,

so there are pro•s and con•s.

MR. MIKELL: You probably asked the one representative
of the industry who is not strong l y in favor of the VIR.

There

are differences of opinion as to how effective that note is.
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I think that if we could point out t o the committee , legislation
which would come out would be to clarify that VIR section .

As

you know, it is confusing right now in t he law.
MR. DE KRUIF: We would gladly accept it u nde r the
practicality of it.
CHAIRMAN McALISTER: Is there any problem in terms of
say, you want to sell one of these loans out of state, is there
a problem with the variable interest rates?
MR. MIKELL: There is today.

You see the problem is right

now the state Chartered Association, for instance, can write
these in California.

We mention this is a market problem.

Buyer does not want that federal rate note because he assumed it
is going out.

The Federal Horne Loan Mortgage Corporation is

not authorized to buy notes with the variable interest rates.
CHAIRMAN McALISTER.

Why would not somebody in buying

these want to buy these if he thoughtthe rates were going up.
would not you say that was a good deal? If they thought they
were going down maybe they would not.
MR. MIKELL: Just because of the philosophy of the
debtor and as Mr. cullen said the other day , why should the guy
today get the benefit of the bargain made ten years ago or
five years ago and by the same token none of us would take a
job at the same salary, the identical job that was paid five
or ten years ago but philosophically, we say, "We have got a
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deal." It is called real estate l oans through adver t ising
term fixed int erest ra t e.

A l ender i f he can get it and

keep it locked in t her e wh ich is what he does not want, take
the chance o f t hat note go ing up .
CHAIRMAN McALIS TER: I understand t h a t

f or t h e bor r ower

but I am talk i ng about some other ins titut i o n to whom he
might negotiate this mortgage ins trume n t wi t h this loan.

What

would hinder them from wantin g to buy such a l oan? Anything?
MR. MIKELL: I person a l ly cannot t h ink of anything.
The problem, as Bob said, he would gladly accept a VIR tomorrow
and that is the point if they said it is mandatory and attempts
were made by varying institutions, it is difficult.
cannot sell both products .
would be very happy .

You

If it is mandatory, the lenders

That is the officia l position of the

industry nationwide , incidentally.
CHAIRMAN McALISTER: You have competitive problems
within the industry.
MR. DE KRUIF: There is a lot for the benefit of the
consumer in the variable mortgage rate in that it is mandatory
on the things that have been drawn up.

I mean you reduce the

rate and the limit, that you can increase the loan over the life
of the loan.

I think it is on l y 2~/o.

That you cannot do it

more often than every six months but the maximum, as I recall
is 2~/o.
CHAIRMAN McALISTER: You can on l y go up a half percent
every six mont hs.
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MR. MIKELL: I thought it was a q u a r ter up and one-tenth
down.

When it drops one-tenth , you must lower it when it goes

up a quarter.

It can rise no more than 1/4%.

CHAIRMAN McALIS TER: Tha t is writt en into the current
state law?
MR . DE KRUIF: Is there a maximum over the l icensure l aw .
MR. MIKELL: No.

Th i s is the one I am proposing.

CHAIRMAN McALISTER: Are t here any other quest i ons of
these gentlemen?
ASSEMBLYMAN CLINE: Mr. De Kruif, I asked the question in
the hearing in San Diego and Mr . Mikell is developing some
information on an industry basis.

Do you have any information,

for example, from Horne Savings which would indicate the percentage
of lendable funds which come from your borrowing sources versus
your demand deposits, certificates of deposit or other sources.
MR. DE KRUIF: we have automatically figured that 1% of
our portfolio is paid off a month, so that we put back into
borrowing .

When you are talking about other sources of money,

we borrow from the Federal Home Loan Bank and I believe we are
allowed to borrow up to 25%.

We currently have about $11 million

or $12 million borrowed of our portfolio which is tremendous.
The delinquency factor can cut you down with your borrowing
capacity if your delinquency ration is too high.
ASSEMBLYMAN CLINE: Of the sources of funds that you have
to lend to home buyers, how are those broken down in those
monies held in CD's, monies held in passbook accounts and borrowings /
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MR. DE KRUIF: I do not know if I have it or not.

I

know our savings cost of money currently as of last week was
6.24 that our savings plus

our borrowing counted to 6.17 .

An interesti ng fact that you consider the savers .
155,000 borrowers.

We have 835,000 savers so I think they

should be considered.
down percentagewise, we
counts, we

have~85

In our 6 3/4, we

We have

In our

5~%

accounts--did not break i t

have~ , 483,000 , 000.

million.

have~66

In our

6~/o

ac-

(I am not rounding off here).

million, our

7~

which I think some-

body asked about this morning, we have a billion, and in our
6% accounts, we have

~00,000.

MR. MI KELL: Of the
$1~

It should add up to

5~passbook,

bil l ion in passbook out of a

~,298,000,000.

he has approximately

total~.3

billion.

That means he

is certificated which is called certificate accounts which are
fixed term from 90 days to four years or up to 10 years, are
significantly higher.

Industrywise I think it breaks down to

approximately 46% in passbooks.
ASSEMBLYMAN CLINE: The funds that you have, we assume
are all funds which are going to be loaned to horne buyers.
MR. DE KRUIF: Yes. Incidentally 99% or more--l am being
conservative- -of our money goes into single family residences ,
nothing else .
ASSEMBLYMAN CLINE: Do you define that four units •••
MR . DE KRUIF: But I am saying that 98% is single family
residences.
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ASSEMBLYMAN CLINE : Now, of those passbook and the variety
of certificated accounts , you also have funds which you can
borrow in addition to
savings.

that so that you have now so much in

How much in borrowings wou l d y cu be able to generat e

also for reinvestment in the market.
MR. DE KRUIF: We can b orrow up to 25% of our savings
which is four bil l ion something , but in turn that mon ey has
been costing us more than we could loan out at.
10, 10 3/4, or so.

It would run

What is it now?

MR. MIKELL: It fluctuates , gentlemen.

We go months

that we cannot get enough of a spread to charge the homeowner
to cover it.
ASSEMBLYMAN CLINE: So you are reducing the level of
borrowings to go into the market place.
MR. DE KRUIF: We just cannot charge the rate to get the
return.

The government thinks the money is worth that much but

the home buyers not.
ASSEMBLYMAN CLINE: Do you think we have a genuine
problem in the magnitude of federal borrowing of having a greater
effect on diminishing the money available for home loans?
MR. MIKELL: I definitely do.
I camein with the

~igher

It started in July 1 974 when

rates that they would pay and it immedi-

ately was disastrous to us.
ASSEMBLYMAN CLINE: What kind of savings outflow- inflow
have you experienced since treasury bil l s are now

off, of what

they were a month and half ago.
MR. MIKELL: Last month, I bel i eve, we were up for the
first time .

When I say last mont h -- October I think we went

up $6 mi l lion.

That is incidenta l , I mean the average , you
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know, 25, 30, 35 million a mon t h.
MR. MIKELL: Throu gh Septenilier 30 of t his year Savi n gs
and

~an

had assets o f approx i ma te l y $5 0 b il lion.

I t has been

in that range for a year , two years, a year and hal f .
had a loss of ?1.5 billion .
beginning of October .

They

The fi r st turn-around was t h e

The three percent of the industry was

dminished by t hree percent.
ASSEMBLYMAN CLINE: What was t h e effect of the lowering
of the certificate amounts that indivi duals, small investors ,
what was that effect and when in this time frame ? You can go to
a thousand dollar high interest short-term treasury and now
they have upped it up to one thousand.
MR. DE KRUIF: No, it is 105 now again.
ASSEMBLYMAN CLINE: Then it comes out with all frames
then.

They went back up to$10,000 minimum for a while.
MR. DE KRUIF: I think it is back to 1 and 5 now because

frankly, it is on the consumer at this time.

They said it

was discrimination, that theywould only pay a large person with
$10,000, I mean there was quite a hue and cry over that and I
cannot argue with the philosophy that it is not fair to not pay
the guy with a thousand dollars when you are talking about a
government operation.

The same as you pay somebody $10,000.

MR. MIKELL: This bank district--california, Arizona and
Nevada--and california has 95% pf the assets,lost $625 million
in July when those rates came out.
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July normally would be up.

I have those figures somewh ere month by month.

It

was obviously a very dramatic effect on savings i ndustry.
CHAIRMAN McALISTER: Could you furnis h u s wi th a copy
of those figures you read off?
MR. DE KRUIF: We can get you industry .

I thought

Dr. Barker quoted some of those.
MR. MIKELL: I do not recall.
CHAIRMAN McALISTER: Thank you.
MR. D. E. GILBERTSON:

He may have.
Mr. D. E. Gilbertson.

Mr . Chairman and members of the

committee, I carne with an unprepared statement knowing that I
would be down this far on the agenda.

I would like to talk

from frame of reference to give you about a minute onthat.

This

is my 27th year dealing with people on a one-to-one basis in the
insurance business, in the securities business and real estate
business.

Now over all this period of time I have employed a

reasonably good lesson learned very early and that was the
pioneering

accident insurance among ranchers and farmers when

it was a very, very infant industry.

Naturally, everyone was

interested in knowing, will you pay your claims.
the experiment.
since.

I developed

It worked well then and it has worked well ever

I carried a sample policy with me and showed the exclu-

sions and reductions first and said, now the rest of it is on
top of the page.

I have used this method of doing business. I

would like to see it get around to where we can do more and more
of this in the real estate business as it involves a l l costs ,
all charges across the board, whether it be loan charges,
escrow fees or brokerage fees or management fees.
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I wi l l talk first on t h e p o int of l ate charges speakin g
as a borrower from the viewpoint of a borrower.

I t h ink that

our lives are full of many, many frustrations and being a
borrower is only one of them, but when a man gets a l ate
charge whi ch is a percentage , not on l y of the principal portion
of that payment on his loan, not only on the interest payment
portion of t hat loan but also on the impounds for taxes and
insurance, he cannot u nderstand i t , he is constantly frustrated
and he just will not accept any logica l explanation .
that late charges are necessary.
and Loan position.

I understand the Savings

I would not make a loan to anyone without

assessing a late charge .

The cost of stimulating someone to make

a timely payment on a loan is not a percentage factor.
reminder factor,

I t hink

It is a

justifiable economi c cost of the extra correc-

tional charges involved with the accompanying savings and loan
that could be justified to anybody, anytime similar to the
gentleman ' s testimony involving late charges imposed by credit
unions.

I think they have an excellent plan.

it as detailed.

I wou l d not make

I would say simply have a fla t

sum.

I think

most borrowers would be by being assessed a late cha r ge on a
payment of anywhere from $200 to $400 a month on account , whether
that late cha r ge happens to be $5 or $14 or $20.

Further, I

beliP.ve that late charges should be as a memorandum added to the
principal balance of the loan and that payment would just come
in late should be accepted and not returned and harass the borrower
some more at a time when he is l east in the mood to be harassed .
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He may be asked -- he says I make my schedule, so it came in
two days late, so it comes back to him in the mail and with the
mails nowadays

I do not mean to bring t h e Post Office into

this--but supposing it is another week late.

By the time he

gets his next pay check and he is ready to make his payment,
he is late with the second month, I have seen people get two
consecutive

months~

I have seen people get two consecutive

terms involving two months' payments because he did not pay the
extra late charge.

I think that those practices can pose some

and mix them with their own problems and increase some of
their own expense with the accompanying services alone.
ASSEMBLYMAN CLINE: I am a little bit disturbed.

When

a person borrows money, he incurs an obligation and a responsibility to pay.

He enters into the contract of borrowing the

money and late fees are part of that contract.

Now why does he

have some sort of privileged position that you are saying that
he ought to have if he has freely entered into a contract to
borrow the money and knows what the result is and he has not paid
it on time.
MR. GILBERTSON: He should be assessed the charge.

I

agree with the principle that there needstobe a motivation for
him to be penalized for paying late but I think it should be in
relation to the economic cost of handling the late payment.
ASSEMBLYMAN CLINE: Perhaps I can be corrected by a member
of the industry but are the late charges specified in the loan
agreement?
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MR. GILBERTSON: They wou l d have t o be .
ASSEMBLYMAN CLINE: Then what we are saying t hen is i f
Mr. De Kruif's f igures are correct, 7/10 of 1% o f t he bor r owers
are lat G.

You a r e asking u s to legis l ate for t h e ir bene fit a nd

not to t h e benef i t of t he 9 9% who are on time.
MR. GILBERTSON: I agree, b ut thi s is on l y a minor f a c t or.
ASSEMBLYMAN CLINE: I recognize t hat t h e advo c acy o f
reducing the late c h arge is not speaking t o a 7/10 o f 1%
constituency.

It i s speaking to the guy who says, I might be

late some time and politically, that is a bigger constituency
and it gives rise in my mind to almost political hypocrisy
when it is used on a political basis and coming to a political
body asking us to unilaterally change a contract for the benefit
of only one side of the contract.
MR. GILBERTSON: I would not be proposing legislation to
change contracts wherein the late charge is now specified and
exists and was agreed to.

I think that legislation for future

guidance in the whole ma.tter of real estate financing, then
efforts should be made.

I am over dramatizing this point but

it is one where the emotional status of the borrower , the peopl e,
your constituency, my clients and customers, it is a point
that illustrates that we need to eliminate and get rid of as
many misopportunities and misunderstandings.
ASSEMBLYMAN CLINE:

The late charge is insignificant

compared to your real estate commission.

It would be just as

logical for us to say we are going to legislate downward on
any future

real estate deal your commission.
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MR. GILBERTSON: The late charge has been specified
as being purely one for mot i vation a n d protects the borrower
against himself, against gett i ng in
and then losing his ho u se

a r rea ~s

for two months

or getting into defau l t.

the people here will agree to that.

I think

It has been proposed on

the one hand of be i ng an economic charge to cover costs
of servicin g and I agree that on FHA and VA mortgages where
your rate of delinquency is high that it accomplishes that
and it is needed for that.

To service a portfolio of loans

has been sold or there would be no other way for the mortgage
broker to obtain some recompense for the additional expense
of reminders and so forth.

On the other hand, where you have

your conventional loans and it is a local company, it is your
neighborhood savings and loan association and they have made
the loan to you.

They make their loans within a 50-mile radius

presumably of their offices, their local business.

They like

to be called local business, and I think of them as that.

I

think that certainly a late charge,the expense of following up
and getting that payment in on time,is extremely much lower than
it would be.
ASSEMBLYMAN CLINE: Let us say it is a $10 late charge
and you have got to send the guy out to the house, it would
cost you a lot more than $10 to send the guy out of the office.
MR. GILBERTSON : I do not think that is being done on
a late c h arge unless the man is two or three months in arrears
and then you have got $30 to work with.
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Right?

ASSEMBLYMAN CLINE: Yes, you could not send a man out
of you r off i ce f or t hat k ind of c os t , c o u ld you?
MR. GI LBERTSON: De pe n d ing on how ma n y he h ad t o call
on and how wel l the loan s were qua l ified in advan c e a n d t hi s
is up to t he cont rol o f a whole l o t o f the lenders pay i ng l oan s.
In the mat te r o f prepayme n t o ve r a per i od of time o ur
langu age is evo lved to wh ere the wor d is less accept able and
turn s out to have been a poor c hoice .

I r ecognize the need

for an industry to have some way t o r ecover and get a more
fair return or yie l d on a loan .

I think that it bas been

used as a competitive weapon between savings and Loan and banks
individual l y and not between the groups I see nothing wrong with
that in i tself except again the publ ic i s getting confused
to the point where they ask why.

Why should the Savings and

Loan get six mon ths interest for the life of the loan, why
does this bank charge 2% the first year and graduate it down
to nothing at the end of five years.

The cost of my applica-

tion for the loan should be relative l y the same.

Why is it

that because my brother-in-law works for IBM and transferred
in he got a letter with his loan stating that if he is trans ferred the prevailing penal ty will be waived.

I got a loan

from the same company and I got a six months interest penalty .
These are the things that I believe need to be legislated into
line or not ne c essarily to avoid the appearance of discrimination whether or not it is justified in t he circumstances.
The next
that I know

~ hat

suggestion I wou l d l ike to make and that is
the lenders across the
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boarda~~necessary

in -

this business.

I try to get along with them.

Unlike my

colleag ue who spoke this morning, I have not had difficulty
until recent l y negotiating with the

lender who has the

existing loan and making some reasonable and fair compromise
on the rate for a new loan where, in fact, it was good business for the lender to do something.

I have found this to

be a significantly interesting and rewarding part of the
work.

I can do this for a borrower or a seller or buyer

with some degree of success .
self.

I doubt if he can do it him-

The prepayment penalties as they exist gives the lending

institutions a trump card which they can play, which so far
overbalances the opportunity, I think for the borrower to
shop for a better deal and I do feel that we need now, aside
for the consideration of Senator Gregorio's bill which applies
to future loans, I think we need to celebrate the bicentennial
in this country with a 2-year moratorium on the right of
lenders to accelerate conventional loans if the seller indeed
has to carry back a contract of sales or wrap-around first
deed of trust, in order to sell his property.

Now we all

know the lenders will be the first to point out to me , to you
that there is quite a variety in equity positions.
are as different as there are loans.

They

If an existing loan

is 25% of today•s market value of the property, it is highly
unlikely that you will have very many people putting 10%
down having the seller carry the balance just to receive a
low interest rate on that first deed of trust for prepayment.
The lower rate of interest, the smaller size of the existing
loan , i s liable to be in face of today•s market value , so it
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occurs to me that here is a wonderful opportunity for the
industry to work t ogeth er h and in hand and in a s i tuation,
if that were the case , we cou ld pass a b il l that wou l d
prevent fi l i ng not ice o f d efau lt because the loar. ha s b een
alienated by sales und e r a con tract.

As long as the f irs t

borrower is primarily l i ab l e on t h e loan and has a substantia l
interest in the property.

This would t hen result in the cas e

where the seller and t h e buyer and/or his broker wou l d want
to come first to the lender who has the existing loan and
say, now we are in a position to negotiate a new loan at a
higher rate that will be good business for everyone concerned.
CHAIRMAN McALISTER: We would probably have some
serious constitutional problems in legislation with regard
to existing loans aside from whatever merits might exist.
I am sure we would be subject to serious constitutional
challenge if we did so.
MR. GILBERTSON : This is very likely.

I do say this.

The reason I am making the remarks in this manner, not being
an attorney, I am sure that you will forgive me for overlooking
that.

The feeling of the people generally is the input I

wanted to make for you in that and also the fact that and wind
it up as far as I am concerned , the fact that we have as a
result of the latest supreme court decision that has been
discussed , we have a situation where those who are brave
enough and bold enough and in a pos i tion to proceed will go
ahead on a cont r a c ted sal e.

There are others who would say
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0

I would like to know that the lender can file notice o f

0

default because I am buying that house subject to that loan
we have an unfair situation there and the imposition of
extra legal fees throughout said contracts.

0

I think that

really serious consideration should be given to whatever c an
be done i n the way of legislation or in the way of industry
getting together and saying this is a policy matter right
now .

You talk to a lender, yes, they will file the notice.

What will you do if the seller chooses.
about that when it happens.

Well, we will talk

This is an unsatisfactory set

of circumstances we need to streamline to the
point where we will not throw out negotiations on rates
but to make it a fair thing where both parties have equal
opportunity.
CHAIRMAN McALISTER: Thank you so very much.

Are

there any other persons here who would like to address the
committee? There appears there are not.
of our hearings on this subject.

This has been the last

They have been very informative

and we have learned a great deal and we take the great challenge
when we start the next legislative session to dig into some of
these problems.

The meeting is adjourned.
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Mr. Chairman and Gentlemen:
My name is John Sykes and I am the ch airman of the legis lative
affairs committee for the California Indep e 1dent Mortgage Brok e r s
Association.

I am also the founder of Aames Home Loan Company and

have been a mortgage loan broker since 1951 .
It will not be my purpose to discuss the part i cular l egislation
our Association believes the Legislature should enac t in the coming
session relative to our industry.

Mr . Joseph A. Seedman, seated

beside me, is t he secretary-treasurer of the California Independent
Mortgage Brokers Association and President of Union Home Loans.
It will be his function here today to advance our organization's
recommendations.
What I want to do is provide you gentlemen personal background
for the recommendations you'll be receiving from Mr. Seedman and
I hope to do that by giving you my evaluation of the industry of
which I have been a part of for nearly a quarter of a century.
Gentlemen, the mortgage brokerage industry in my opinion is in
a very precarious position due to inflation and high interest rates.
Many firms have had to curtail their services and arrange fewer
loans because of this situation.
Under these conditions, the California homeowner has less
and less of a choice in how he can deal with his own financial
p roblems.

Eventually, I predict that without passage of pos i tive

l egislation designed to reestablish a healthy competitive relationship
between all elements of the money market--banks; S&L ' s, c redit
nions, mortgage loan brokers, thrift and l oans- -my indu stry will
b e unable t o properly serve our communities.
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The two main factors for the hardship our industry has been
experiencing are (1) the 10 percent interest usury limit and
(2) the 20 year old commission rates we have to follow.
Mr. Seedman will go into detail about how high interest
Certificates of Deposit, Bankers Acceptance Notes, Treasury Not e s
and the like have made it more and more difficult for us to
attract lenders willing to advance the funds to the homeowner in
need of money.

I can only tell you from my own experience that

I have never seen it so hard to find investors willing to settle
for a 10 percent return on their investment.
Naturally we have increased our efforts to locate potential
lenders and educate them to the advantages of second trust deed
investments.

Obtaining these investors has created an additional

expense to our industry at a time when inflationary pressures are
cutting into our revenues.

Since we can't get the potential

lender any more than 10 percent return and since our commission
rates are rigidly set by a law passed in 1955, we are in a very
unfavorable position.
The whole inflationary spiral has been, I believe, more
damaging to members of the mortgage brokerage industry than most
other types of businesses.

We cannot pass along increased costs

to the consumer as others can.

All we can do is to curtail our

services and arrange fewer loans.
Within recent weeks interest rates in general have declined
and it seems likely they will decline further.

However, I do

not believe this decline is permanent and I fear that in a few
years they will rise again to rates higher than we saw this summer.
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As a businessman I have to plan ahead , to allow . for ne gat ive
circumstance s so as not to be caught in a crunch which could
c onc eivably wipe me out .

Today, as I look ahead I find it withi

t he realm of possibilities we might go through another period of
i nflated prime rates--and it isn't exactly low now--coupled with
h igh interest investments offered by large institutions and by
the Federal government itself, thus drawing away investors from
the mortgage loan industry .
I am not saying at this moment our industry is on the verge
of collapse or anything like that.

I will say, however, that we

have been weakened by the money market condition of the last
several years and particularly the last six months.

Should

another spurt of inflation force the mortgage loan industry into
a situation where weakened reserves would have to be depleted
even further then a crisis would be at hand.
For over 20 years my company has arranged loans in California
and we are proud of the fact that thousands of people have been
able to pay emergency medical expenses, avail themselves of
investment opportunities, improve their homes and in some cases
save their home from foreclosure with the funds my firm has
obtained for them.

We would like to continue to be able to provide

this service; there are a l ways many good people worthy of loans
that are in need of money.
Fo r that reason I hope Mr. Seedman and I can convey to you
here today t he rea l need our industry has for specific legislative
relief .
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Again, Gentlemen, thank you for t h is opportunity to express

my concerns for the healt h of the mortgage loan industry and when
Mr. Seedman has comple t e d his p r esentat i on we will both be please d
to respond to any questions you may have.
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Mr. Chairman and Gentlemen:
I am Joseph Seedman, secretary-treasurer of the Cali fo rn ia
Independent Mortgage Brokers Association, known as CIMBA, and
feel privileged to address this Committee on a matte r which
strikes at the very core of the ability of thousands of Ca li fo r ni a
homeowners to weather the double digit inflation afflicting our
nation's economy.
As you are aware, the mortgage loan brokerage industry
--comprised of 55,000 men and women i n this state who are license d
to perform mortgage loan services--arranges primarily secondary
financing in his community on behalf of homeowners.

For more than

30 years the second trust deed form of financing has provided
the California homeowner with flexibility in his financial affair s
through the use of his equity--the difference between what his
property is valued at today and what he currently owes on it.
The second trust deed has proved an expedient and comparat i vely
economic means of translating the consumer's real property equity
into cash to meet emergency situations and for purposes such as
acquisition of additional property; bill consolidation; medical
expenses; partnership buyouts; and other forms of investment.
It is important to understand that this type of financing
is arranged without the necessity of refinancing the existing
first trust deed which currently carries a low interest rate
anywhere from five to eight percent for a period up to 30 years.
Generally, the loans arranged by tne mortgage loan broker
approximate between $1500 and $10,000 for periods as long as
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eight years.

Please note, there is a basic difference here

between long term f i nancing provided by banks, S&L's and
insurance companies, and secondary financ ing furnished by t he
private investor.
Member brokers of CIMBA annually arrange 75 percent o f all
the second and third trust deed loans transacted in this state.
What my colleague John Sykes has described to you about the
state of our industry is typical of reports from other member
brokers of the Association and underlying the condition of this
industry is the inescapable fact that the broker represents only
the tip of the iceberg.

Those who are suffering the most from

the untenable situation which has afflicted the financial health
of the economy for a protracted period of time,and recently
approached critical proportions, are the thousands of property
owning consumers.

These homeowners are unable to use the equity

in their home to help them meet expenses caused by the imbalance
between wages and real purchasing power created by spiraling
inflation.

This results from our industry's inability to secure

funds for loans to these property owners because of the limited
supply of private investor funds.
What is more, the numbers of individuals who wish to avail
themselves of the second trust deed means of acquiring funds is
growing significantly.

The bulk of these homeowners are coming

to us from those segments of the population hardest hit by
inf l ation, the wage earner.

This is not to say our members have

experienced a lessening of requests for loans from lower i ncome
-. and aged homeowners, those frequently identified as necessitous
-81-
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borrowers, but is meant to demonstrate the burgeoning nature
of the crisis.
To return to the role of our industry, I want to point
out that the fUnds we secure for the homeowner seeking financial
assistance based on his equity, come from another sector of the
economy, the private investor.
are retired persons living on

Frequently these individuals
fi~ed

incomes who have historically

found the trust deed investment a stable means of supplementing
their incomes and bolstering their security in later life.
During the current dislocation of the money markets, these
long time investors in our industry have found it desirable to
place their funds in other money instruments such as bankers
acceptance notes, Certificates of Deposit, Treasury Notes, etc.
paying from 9 to 12 percent or more.
At the San Diego hearings of this Committee the Savings & Loan
Commissioner, Dr. Edward Barker, testified that the S&L industry
was beset by the problem of disintermediation, the outflow of funds
from S&L institutions into more attractive investments.

Dr. Barker

focused on the Treasury Bills and, in effect, said the Federal
Government was creating many S&L problems by competing unfairly
for the investors' dollar.
To a large measure the problem of our industry in California
is a result of the same type of situation and we can empathize
with the S&L 1 s.

However, we feel we are in a less desirable

position in that the S&L's are able to pay high rates of interest
on large blocs of funds whereas we are firmly locked into the
10 percent ceiling contained in the State Constitution.
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This outdated 10 percent limit is the maximum we can arrange

for the investors we seek to attract, and creates a basic,
continuing problem to the second trust dee d industry.

It i s

one of the two major factors contributing to the untenable
conditions described by Mr. Sykes.
During the recent Gubernatorial campaign one candidate saw
fit to describe the problems created by the 10 percent usury
limit in California as a major cause for the economic hardships
now being experienced by the lower and middle classes and called
for establishing some form of flexible formula that would allow
the ceiling to be adjusted during periods of other high interest
investments.
I am sure none of you will be surprised if I tell you that
CIMBA supports any action the Legislature may or can take to
alleviate the difficulties caused by the rigid, unrealistic
10 percent limit that has brought about many of the disasterous

pressures faced by our industry.
Another witness who appeared before this Committee in San
Diego, Mr. Gillies of the California Association of Realtors,
called attention to the problems generated by the usury limit
but concluded it would be politically impossible to change the

1934 Constitution provisions which, as you know, exempts banks,
saving and loan associations, and credit unions.
I would like to respectfully submit for your consideration
the recommendation that all lenders of funds, secured by r eal
prqperty,

in~~v1d~al o~ ~nst~tution~l, ~e

from the u sury limitations.

specifically exempted

Abuses need not be feared in that
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competitive rates for the consumers have been historically
maintained through the competition of the free enterprise system.
Built-in safeguards are available, t h e a nnual percentage rate s
as indicated by F edera l regulations enf orced by the Federal
Trade Commission give consumers t he oppo r tunity to shop for
the least expensive loan.
Wi thin recent days and weeks there has been a temporary
easing of interest rates and amounts of interest paid on such
things as Treasury bills, Certificate of Deposits, corporate
bonds, etc.

It might be reasonable to assume that the problems

associated with the high prime rate and high interest rates is
over.

I state unequivically that the problem is going to be

with us again as Dr. Barker also predicted

~uring

his testimony

in San Diego.
On a long term basis there is strong historical evidence
that over the last several years of charting the peaks and valleys
of the economy what has always occured is that there is a
continual rise in the minimum levels of these peaks and valleys.
I would like to draw your attention to the chart at my side
which graphically depicts this steady rise when one views the
total picture with historical perspective.
Gentlemen, I frankly don't believe that we will ever see
first mortgage rates in this state below 7 percent to 7t percent
again.

Two or three years ago funds typically on deposit at

California S&L 1 s were represented by 70 percent in passbook
savings at 5 or 5k percent interest and 30 percent in the form of
CD 1 s at rates i n excess of that.

Today, consistent with Dr . Ba rk e r's

comments, 70 p ercent of deposits are in 7 2 percent CD's maturi ng in
f our years and 30 percent in passbooks.
-84-
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Long term funds cannot be loaned out by them at less than

9 or

9~

percent to allow the S&L ' s a reasonable profit.

do not find it unreasonable to accept Dr.

B ~ r ker's

And I

prognostication

that a 15 percent prime rate within the next few years i s quite
possible.

Should that occur and our industry has not at that

point obtained legislative relief, my fear is that our industry
would no longer be able to attract lenders at all.
Now I wish to present positive recommendations for new laws
to ease our burden in the second major area of concern--rising
costs.
Each of you have been provided with an addendum to my
presentation here today.

Within the pages of the addendum you

will find graphs, charts and tables of statistics from governmental
agencies, quasi-governmental agencies and the research department s
of large financial institutions.

One message can be extracted

from this p l ethora of data--inflation run rampant is drastically
reducing the purchasing power of the consumer and has reached
the point where the savings of the prudent person are being diss i pat ed .
I would call your attention to the fact that we of the
California Independent Mortgage Brokers are members of a service
industry and must employ wage earners; we purchase the full range
of equipment and materials needed by any efficient business; we
pay telephone bills, utility bills and are asked to meet all
those varied and sundry expenses of any other industry.

•

The important distinction between ourselves and the majority
of California businesses facing the same

inf~ationary crunc~

is that we are unable to pass on any of our rising costs to the
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consumer.

Our rates were established by law in 1955 .

Now, add to these skyrocket i ng expenses the costs we mu s t
incur to blunt the problem we mentioned befo r e c once r ning the
necessity to attract lenders if we are going to continu e to
arrange loans for the Californi a homeowner.

You see it has

become mandatory that we take from the dwindling revenue we earn
to invest in programs designed to educate the private i nvestor
to the desirability of the second trust deed as an investment
vehicle with good return and historically solid security.
Here I want to make it clear the California Independent
Mortgage Brokers Association is not asking the Legislature to
solve all our problems for us; to give us a favored nation position
in the field in which we compete.

If we are faced with a situation

where it is necessary to merely hold our share of the market place
by developing new techniques we will do it because traditionally
it has been these competitive pressures which have spurred the
inventiveness of the individual businessman to come up with a
better product so in the long run the consumer benefits.
What we are calling for is Legislative relief to allow us
to compete .

Given the opportunity through the adoption of the

following specific recommendations the independent mortgage loan
broker in California may continue to provide the bridge between
the consumer with an equity in his home and an immediate need
for financial assistance and the private investor who seeks a
fair, secure retu r n on his investment.
Gentlemen, before providing you with our spec i fic
recommendations I would like to discuss the impact of Senate
Bills 304 and 310 which were put into force last January.
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I think a review of the impact of these two laws is important
because some of our recommendations are based on certain aff ect s
our industry has felt during the 11 months the legislation ha s
been operable.
The California Independent Mortgage Brokers Association
endorsed and still supports the intent of SB304 and SB310.
Our experience under the new statutes has indicated that
we are finding situations created by the laws which the

Legislatur e~

I am sure, did not envision and which tend to impair the mortgage
brokerage industry.

Clearly, the Legislature in 1955 recognized

the useful role of our industry when they established the commission
rates we still work under and,again with the passage of SB304 and
SB310,an implicit decision was made that we provide important
services to our communities and should continue to do so.

If not,

we could not have grown to the stature of an industry that
arranges $100 million in loans annually.
In any event, one unforseen situation created by SB304 and
SB310 relates to the added costs we now bear because the peri od
of the average loan has increased from three to six years.

There

is not provision in the laws allowing us to recoup the costs for
the longer service period, or as a matter of fact, any service
charge, nor was there recognition of added expenses to us in
securing lenders to arrange the six year loans.

As you know,

most persons investing today are desirous of staying liquid for
a short term.

I am sure you Gentlemen appreciate a good number

of investors find a six year period too extended a period of time
to tie up their funds.

This means we are placed in the position
-87-
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of finding more lenders to f und the loan over a longer period
of time and that i s reflected in increased costs i n our investor
programs.
Interestingly, the laws contain no requirement f or us to
service the loans.

Theoretically we could take the pos i tion tha t

once we have arranged the loans the collection-payment phase of
the cycle is up to lender and borrower.

Such is not our position .

We are in a servi ce ori ented business and pride ourselves i n
handling those details which lender and borrower find bothersome,
albeit necessary.

Some might say:

"Let the l ender pay the

service costs since it is his money being collected."

That is

unrealisti c in l ight of .what we have already described in relation
to the increasingly difficult time members have in attracting
i nvestors due to high prime rates and other competing high rate
interest investment s.

Any additional charge would further reduce

their yields .
We feel solutions can be developed within the legislative
process to replace the revenue we are losing daily because of
inflation and our difficult position as a regulated industry
receiving commissions established 20 years ago.
We require this type of relief in order to perform the
fiduciary service we are charged with once we have arranged the
loan.

It is our ethical responsibility to protect both lender

and borrower and years of experience has shown this can only be
done by efficient l y servicing the loan over its lifetime.
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The f inal asp e ct of inflationary pressures coupled wi th
our restricti ve and antiquated commission structure concerns
the entering into our industry of new firms an d aright, young
people.

They just aren't entering the industry and in t he

long run this will be damaging to the consumer since new i de a s
and innovations frequently come from fledgling firms and
youthful, creative businessmen.
Given the parameters of the conditions acting upon the
mortgage loan brokerage industry, Gentlemen, we specifically
recommend legislation be enacted in the coming session to:
1.

Realign the 20 year old commission rate to bring it
in line with the realities of today.

2.

Exclude private investment secured by real property
from the usury law.

3.

With reference to title and recording charges, we a sk
that the expenses of these services which go to Title
Companies and County Recorders, be borne by the borrowero
As you know, in all other forms of real estate transactions
this is the case.

The fee schedule approved by law

includes, but is not limited to, escrow charges, appra i sal
fees, title policy and title company charges, credit
investigation and notarization.

Any charges exceeding

the statutory limit must now be absorbed by the broker.

4.

Provide a reasonable fee to reimburse members of our
industry for the expenses they must incur in servicing
the loans for periods up to
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STATE Of CALIFORNIA

RONALD REAGAN, Go ... rnor

DEPARTMENT O F CORPORATIONS

EXHIBIT C
Los Angeles, California
November 20, 1974
F 1Lt: No . _ _ - -

-

Assemb l yman Alister HcAlister
Ch airman, Assembly Committee
on Finance and Insurance
State Cap i tol
Sacrament o, Ca lifornia
95814
Re:

COSTS ASSOCIATED \VITH REA..u ESTATE FINAHCING

Dear Assemblyman McAlister:
Thank you for the opportunity to provide you and your Committee with
information on the laws administered by the Department of Corporations
relating to real estate financing. We will describe three lending
laws which have a connection with real estate financing in that the
lenders are allowed to take liens on real property in certain circumstances (the Personal Property Broker Law, Industrial Loan Law , and
Credit Union La\'r), and one la,..r regulating activities of independent
escrow agents (the Escrow Law). Please bear in mind that these lend ing
laws traditionally operated in the broader field of consumer finance ,
i.e. loans secured by personal property ·only or unsecured loans, and ,
because of the growth of the consumer finance industry and the
necessity to service the consumer borro\'rer v1ho is becoming more
affluent, these laws have only recently become a factor in real estate
financing.
This is particularly true in the second mortgage loan
market.
There are some general points that should be noted about the lending
laws. First , the primary source of borrowers are those that have
had previous dealings with the lenders by financi n g automoLile
purchases and similar consumer goods. This is to be contrasted \·Ji th
savings and loan association and many bank loans where the borrower's
f i rst contact with the institution will be as a real estate borrower.
Second , the lenders for many years (and some still continue this
policy) concen t rated their efforts in the smaller consumer loan area.
The obvious reason for this was that the yield was greater, except
for credit uni ons where the maximum rate was the same on both smaller
and larger loan s, and the risk was less. Third, personal propP.rty
brokers, industrial loan companies, and credit unions are exempt
from the Ca l ifornia Constitutional Usury Limitation of 10 ~ .
It is
i n probable recognition of this fact that interest and other charges
inc i dental to the mal~ing or collecting of a loan by these lenders
have been broad l} defined and strictly regulated. This wi l l b e
di scussed in mor~ detail later on in this presentation .
- 1 00-
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PERSOHAL PROPERTY BROKERS LAW
A personal property broker i s defined in Section 2 2 0 09 of the Financial
Code as follows:
"'Personal p r operty broker , ' includes all who are engaged in
t he b u siness of lending money and taking in the name of the
lender , o r in any other name, in whole or in part, as
secur ity for such loan, any contract or obligation involving
t he forfeiture of rights in or to personal property , the use
and possession of which property is retained by other than
the mor t gagee or lender, or any lien on, assignment of, or
power of a ttorney relative to wages, salary, ear nings,
income, or commission."
It should be noted that a personal property broker does not make a
real estate loan.
In order for a personal property broker-to make a
loan subject to the Act, there mus t be qualifying security within the
definition of Section 22009. The law prohibits the taking of a lien
on real property on loans of $5,000 or less, except in the isolated
instance where a lien is more or less forced on the personal property
broker upon the obtaining and recording of an abstract of judgment.
A lien on real property may be taken on a loan of over $5,000,
however, this does not make the loan a !'real estate" loan, if it is
to be subject to the Act.
In this instance, the loan remains a
personal property broker loan, but which becomes secured in part by
real property.
It should be noted that Section 22009 appears to
contemplate this in that it provides that a loan may be secured
" ••• in whole or in part ••• " by qualifying security.
Prior to 1970 (the actual effective date was late 1969), the PPB Law
provided that many of its regulatory provisions, such as the maximum
rate limitation, limitation on loan terms, collateral sale prohibitions,
and others, did not apply to loans of over $5,000. The apparent
reason for this was that those borrowers who could obtain a loan of
over $5,000 were presumed to be sophisticated parties who should be
free to strike their O\'m bargain. ~ve short-handely referred to the
under $5,000 range as being the consumer loan or "fully regulated"
area and the over $5,000 range as the commercial loan or "unregulated"
area, although the unregulated range was actually partially regulated
under some of the Act ' s provisions. We mention this to point out
that prior to 1970 , l oan charges were not regulated on personal
property loans secur ed in part by real property.
In 1970, the PPB Law was amended , AB 761 (Beverly), to extend the
consumer loan range from $5,000 to $10,000. The commercial loan
demarcation point r emain ed at $5,000 . The present state of the l aw,
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therefore, is that consumC'r loans are " fully r~gulatccl " up to
$10,000 and con~ercial loans up to $5 ,000 . The purpose of thi s
background information is to point out that personal property b r o } ~ er
loans secured in part by rea l prope rty (conswuer loan s from ~S,OOO
to $10,000) have only been subj~ct to rate regulation since 1 970.
Sections 22003 and 22004 or the Law define charges very broadly as
all interest, charges, and costs incidental to the making, servicing
or collec t ing of a loan. This precludes the charging of any other
fees or costs, when the maximum rate is charged. In recognition of
the independent third party character of some loan fees, the law has
exempted certain of them fro~ the definition of charges. These are:
Appraisal Fee.
An appraisal fee cannot exceed the actual cost of the appraisa l or 1%
of the face amount of the loan, whi chever is the less e r, if the
appraisal is made by a qualified appraiser.
If the appraisal is mad ~
by an employee of the licensee, the appraisal fee cannot ~xceed t~e
exact cost of the appraisal or $25, whichever is the lesser.
Escrow Fee.
A reasonable fee can be charged. A fee . is considered as reasonabl~
when paid to a licensed escrm·T ag 2nt or an exempt escrm·: agent and
are comparabl e to f~es chargP.d by escr0\'1 companies authorized to do
business in the State of California .
Title Policy.
The title policy must be placed with a title insurance company duly
authorized to do business in the State of California and at rates
comparable to rates used by other title insurance companies.
Notary Fees - Recording

~·

Fees paid to a public officer for acknowledging, filing, r~cording ,
or releasing in any public office any instruments securing the loan
or executed in connection with the loan is allowable. i!otary fees
cannot be charged to the borrower if the notary is an e mployee of
the company.
Collateral Insurance.
Insurance on tangible personal property or r eal property is wi thin
the e x emption if the insurance is sold at standard r a tes t h rough a
l icensed insuranc ~ broker or age nt; t_he policy is writte n to cove r
- 102-
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the property off~r~d as security fo r the loan; the prope rty is
reasonably insur?d against loss fo r a rP-asonable tP.rrn; and the
property contains a loss payable c l a use .
Credit

~

and Disability

Insuranc~.

The insurance must be voluntary and th~ borrower must indicate and
acknowledge whether he wants or does not want the insurance. The
premium rates must be filed \·Ti th t he Commi ssioner of Insurance and
the unearned premiums must be refunded upon prep~yment.
It should be pointed out that t he definition of charges, wi~h the
specific exemptions noted above, preclude all other charges in a
personal property broker loan secured in part by real property, when
the maximum rate is charged. The effect of this is that all other
traditional real estate loan fees are prohibited. The prohibited
charges include: Credit investigation fees, loan fees, broker's
commissions, assumption fees, transfer fees, forwarding fees,
beneficiary statements, refinancing fees, prepayment penalty, reconveyance fee, and a fee for filing a Request for i:1otice of Default.
Additionally, the borrower cannot be charge d any costs, expenses, or
charges unless ~ loan is made.
The Committee has indicated a special interest in default or "late"
charges. As we understand this concept, late charges are assessed
as a penalty for not performing in accordance with the loan agreement.
It is used to recover the additional cost of servicing a delinquent
obligation and i s assessed in addition to the interest due since the
last payment. The Personal Property Brokers Law provides for a
default charge (that term is defined in Section 22480 of the Act) on
loans on which the interest has been pre computed. This so-called
"default charge•• under the Personal Property Brokers Law, however, is
not a penalty but is in reality a method of computing the additional
l.nterest due since the last paym~nt. Therefore, in the sense t,hat
default charges are used by real estate lenders, these charges are
~ charged in pPrsonal property loans secured in part by real
property which ca r ry the maximum rate.
By the same toke n, the so-called "prepayment penalty .. is not charged
on personal property broker loans secured in part by real property.
The system of computing rebates on precomputed loans (Section 22480)
has loosely been referred to by some individuals as a prepayment
penalty when a loan is prepaid. This . is not a prepayment penalty ,
however, but merely a method of computing interest.
During 1973, personal property brokers made a total of 1 , 202, 884 loans
having a principa l amount of $2,424,2~5,358. Of the 1,202,084 loans
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made, 13,346 or 1.11% were secured in part by real property . Of the
total outstanding of $2,424,235,358, a total cf $105,G31,588 or 4 . 3 8%
were secured in part by real property . The great bulk of the real
property security is in the form of a second trust deeds.
INDUS'l'RIAL LOAi:J COHP.i\NIES
Industrial loan company is defined in Section 18003 as " • •• any
corporation which in the regular course of business loans money and
issues its own chases in action ••• ".
While the industrial loan companies can, and frequently do, make
personal property broker type loans , they can also make loans secured
only by real estate. The principal difference between industrial
loan companies and personal property brokers is that industrial loan
companies can sell thrift investment certificates. Because of the
necessity to protect thriftholders, real estate loans are subject to
several portfolio restrictions. These are:
Loan Term.
No industrial loan company shall make any loans secured by real
property with a maturity date in excess of t\-10 years from the date
of the loan, except that the loan with a face amount of ~2,000 or
more may have a maturity date of not more than three years from the
date of the loan.
The loan term restriction effectively precludes industrial loan
companies from entering into the real estate loan market to any
substantial degree. Simply stated, the average borrower cannot afford
the large payment the short maturity requires.
Collateral Value.
Any loan secured primarily by real property with an outstanding
principal balance of $5,000 or more, must be secured by real or
personal property having a combined fair market value at the time the
loan is made of at least 115% of the principal amount owing on the
loan and any prior encumbrances.
l-1aximum Loan.
No industrial loan company shall make a loan secured by real property
in an amount in excess of $25,000 or 10% of the company's unimpaired
capital and surplus not available for divid~nds, whichever is lesser,
without prior consent of the Commissioner.
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Total Loans.
The principa l amount of all loans which ar~ par tially, but not pr i marily,
secured by real propPrty shall in no event PXceed in the aggr?gat~ 25%
of the company's total outstanding loans . All secured and unsecured
loans which exceed $10,000 in f a ce amount cannot excP.ed an aggr e gate
of 40% of the company's outstanding loans . Loans secur ed b y unimproved
real property sha ll not in t h e aggregate exceed 2% of the co1npany's
unimpaired capital and surplus not available for d i vidends.
The Indu stri a l Loan Law contains provisions which broadly define
charges (Sections 18651 and 18652) in subs t antially the same ~anner
as the Personal Property Brokers Law. The char ges exempt from the
definition are:
Appraisal Fees.
Appraisal fees are allm-1ed on loans with a face amount of $2,000 or
more. The appraisal fee cannot exceed the actual cost of the
appraisal or 1% of the face, whichever is the lesser, if the
appraisal is rendered in \>Tri ting by a qualified appraiser approved
by the Commissioner of Corporations.
Escrow Fees.
On any loan made which is secured by real property, an escrow fee of
a reasonable amount may be charged when such services are actually
performed. A fee is considered reasonable when paid to a licensed
or exempt escrow agent.
Title Policy.
Title insurance premiums may be collected if the loan is in excess of
$1,000 and secured by real property; the policy is made payable to
the lender or jointly to the lender and the borrower; the amount of
insurance coverage does not exceed the amount of the loan; and the
insurance is placed at standard rates through a title company
authorized to do business in the State of California.
Notary and Recording Fees.
An industrial loan company can charge for any cost of publication as
required by l aw and the statutory fee if paid by it to any public
officer for acknowledging, filing, recording, or releasing in any
public office any instruments securing the loan or executed in
connection wi th t he loan.
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Collateral Ins u rance.
Insurance on tangible, personal or rea l property is withi n the
exemption if the insurance is sold at standard rates through l icensed
insurance brokers or agents; the policy is 'l11r i tten to covE'r t h e
property offered as security for t h e l oan; the property is reasonably
insured against loss for a reasonable term; and the policy contains
a loss payable clause.
Credit Life and Disability Insurance.
The insura~ce must be voluntary and the borrower must indicate and
acknowledge whethe r he want s or does not want the insurance . The
premium rates mus t be fi l ed with t he Commissioner of Insurance and
the unearned premiums refunded upon prepayment.
The same comments regarding prohibited traditional real estate loan
fees , default charges , and prepayment penalties of personal property
brokers also app l y to industrial loan companies.
During 1973, industr i al loan companies made. a total of 184,613 loans
having principal balances of $346 , 451,326. Of the 184,613 loans
made, 7,864 or 4.26% were secured by real property. Of the total
principal outstandings of $346,451,326, . a . total of $40,998,135 or
11.83% were secured by real property . The majority of these
obligations are secured by second trus t deeds.
CREDIT UNIONS
A credit union is a cooperative corporation, organized for the
purposes of promoting thrift among its members and creatin~ a sou rce
of credit for them at legal rates of interest for prudPnt purposes .
(Section 14000, Financial Code.)
Credit unions may make real estate loans, secured by either first or
second deeds of trust or a combination of both with the following
restrictions:

1.

A loan sec u red by a first trust deed or a second trust deed
that is junior to a first trust deed held by the credit
union cannot exceed 80% of the appr aised value of the r eal
property. Loans secured by second trust deeds \'T h ich are
junior to first trust deeds held by banks, savings and loan
associations, insurance companies, or guaranteed by Flffi or
VA cannot exceed 75% of the appraised value of the p r operty.
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2.

Loans on unimp r o ved o r nonres ide n t ial property must be
secured by a f i rst tr u st deed a nd cannot exceed 60% of the
appraised va lue of the real property. The to t al of all
loans secured by first trust deeds or a combinat i on of
f i rst and second trust deeds canno t exceed 30% of the total
outstanding , or, the total of all loans secured by second
trust deeds cannot exceed 1 0% of the total outstanding of
the credit union .

3.

The maximum loan ava i lable i s predicated on the size of
the credit union. A cre di t union with assets under
$1 , 000,000 cannot make a loan in excess of $3,000 or 10%
of its paid-in and unimpair ed capital and surplus, whichever
is greater, but not to exceed $10 , 000 plus the borrower's
unpledged shares. A credit un i on with assets in excess of
$3,000,000 may make loans up to $20,000 plus the amount
secured by shares of the credit union or certificates of
funds.

The Credit Union Law limits charges to the maximum interest rate,
presently 1% per month, including all charges incident to the making
of the loan . Those costs which are deemed to be not incidental to
the making of a loan and therefore chargeable when the maximum rate
is charged are:
insurance, acknowledgment, certification, registration, or recordation actually paid b~ the credit union. While
cert ain charges are allowable, they contain the following restrictions:
Appraisal Fee.
A credit union is required to obtain an appraisal of real property
afforded as security for a loan. The appraisal must be made by a
competent disinterested party, however, an appraisal fee cannot be
charged if the appraisal fee and interest charges exceed the maximum
rate allowable.
Escrow Fee.
The law is silen t on escrow fees. The Department of Corporations does
not object to the paym~nt of escrow fees providP.d they are paid to
an escrow agent for services performed and the escrow fee would not
cause the total charges and fees to exceed the maximum rate allowable.
Credit Life and Disability Insurance .
A borrower cannot be charged a fee for credit life insurance. rtost
credit unions prov i de this coverage to all members without charge to
the member, hm·Tever, this is not mandatory . Credit disability
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insurance may be sol d providing tha t the borrower Qukcs a s t a teme nt
to the effect that the i nsur anco was purchased Lt I1is option onl y .
Late Charge.
A credit union may assess a late charg e not in ~xccss of 20~ of t hr
interest due wi t h a minimum amount of not less than 5¢ nor more t ha n
$5.

A credit union cannot charge the borrower for credit investigation
fee, loan points, broker ' s commi ssion , assumption fee, transfer fee,
for\'larding fee , beneficiary sta ter.1cnt, r efinance f e e, or a prapaymE:'nt
penalty. Additionally, ~charges may be collected unless the ~
is made.
Each loan must provide for equal monthly installments which inclu~e
principal and interest and must amortize the principal amount of t he
loan during the term of the loan. A loan secured by first trust
deeds or a combination of first and second trust deeds, the ffiaximum
term allowable is 20 years. On second trust deeds, the maximum term
a~lowable is five years.
As at December 31, 1973, State chartered credit unions in California
had total loans outstandin~ in the amount of $1,287,143,000. Of
this amount, $146,789,000 or 11.4% represented loans secured by
real property.
ESCROW LAtv
Most transactions in California effecting the title to real property
are consummated through an escrow agent. ~fuile therA are various
definitions of an escrow, it appears that the definition as contained
in Section 17003 of the Financial Code is the most detailed and
instructive.

..

"'Escrow' means any transaction wherein one person, for
the purpose of effecting the sale, transfer, encumbering,
or leasing of real or personal property to another person,
delivers any written instrument, money, evidence of title
to real or personal property, or other thing of value to
a third person to be held by such third person until the
happening of a specified event or the performance of a
prescribed condition, when it is then to be delivered by
such third person to a grantee , grantor, promisee,
promisor, obligee, obligor , bailee, bailor, or any agent
or employee of any of the l atter . "
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An escrow provides the buyer and seller or borrower and lend~r with
professiona l sPrvices th~y requirP to complete the transaction . Th~
escrow industry is uniqu~, in that, eight different entities r~gulated
by eight different regulato r y bodies are authorizeJ · to conduct ~scrow
services in California. ThesP ~ntities are stat~ and f8derally
chartered banks , state and federa l ly chartP.red savings and loan
associations, title compani~s , attorneys, real P.state brokers, and
independent escrow agents.
While each of the foregoing may have different policies, each conducts
its escrow business in the same manner. 1\n escrm·1 agent must follO\ol
the instructions of the principal to the escrow, i.e., the buyer/seller,
or the borrower/lender.
In the purchase of real property, the principals will have costs which
can be classified in seven categories. These are: Consideration,
new lender's charges, existing lender's charges, prorations, title
company, trustee and County Recorder's charges, escrow charges, and
miscellaneous.
Each buyer (B), seller (S), or borrower (BR) can expect to pay the
following costs:
Consideration.
Deposit
New encumbrance
Assumption of existing
encumbrance of record

(B)
(B)

(DR)

(B)

The total of the items presented in the Consideration category
represents the total cost to the buyer for the purchase of the property.
In a loan transaction, the new encumbrance represents the total amount
of money requested by the borrower.
Lenders Charges

(New~)~

Loan fee
Processing charges
Impound deposit
Interest (imposed from date of
loan to date of first payment)
Credit and supplemental report
Each of these fees is paid to the lender.

- 1 09-

(B)
(B)
(B)

(S)
(BR)

(B)
(B)

(BR)
(BR)

(BR)

(BR)

Assemblyman Alister NcAlister
Re: COSTS ASSOCIATED l'liTII REAL ESTATE
FINANCING

November 20, 1974

Loan fees ar~ paid by both th~ buyer and seller . Fees a r ~ nor~a lly
predicated on a p~rcen t age of t h e loan amount. The amount o f th e
fee (points) is predica t ed on thP ava ilability o f l oan fund s .
Processing charges ar~ extran~ous f e ~s charge d by a l~nd ?r f or
processing th~ loan documents . Th i s is a normal prac t ic~ f o r most
lenders and the amount of the fee varies with the lander.
Impound deposits for taxes and i ns urance are required by the largest
portion of lenders. The borrowers must deposit with th~ lender
month l y a portion of the taxes and i nsurance prP.miums \·7h i ch \·lill
become due.
Interest is c h a r ged on t he amount of the loan from the
date the lender disburses the funds to the title company or ascrow
agent up to and including the date of the first payment. ?hese
interest charges are prepaid.
Credit reports are obtained to determine whether the borrower qua l if ies
for a loan. The amount of the charge varies with the credit repor ting
agency and the extent of the report.
I t should be noted that
personal property brokers, industrial l oan companies, and credit
unions are prohibited from charging the borrower these costs.
Lenders Charges (Old

~)

•

Principal balance
Interest
Prepayment penalty
Forwarding fee
Reconveyance fee
Late charges due
Payments due
Beneficiary statement

(S)

(S)
(S)
(S)
(S)
(S)

(S)
(S)

Each of the charges are paid to the holder of the existing l i e n on
the property.
The seller must deliver clear title to a borrower. Understand a bl y ,
the encumbrances of records must be paid in full in order for the
seller to deliver clear tit l e to the borrower. Therefore, th~
principal and accrued interest must be paid in full.
The majority of conventional lenders charge a prepayment penalty.
This penalty varies up to an amount equal to six months' interest o n
the origina l balance of the loan. The penalty is imposed upon t h e
seller for prepaying his loan prior to maturity.
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A forwarding fee is char ged by the l ender for completing the beneficiary
statement and other documen ts and forwarding it to the escrow agPnt
and/or titlP company. A r~conveyance fee is paid t o th~ trust~e who
prepares the ful l rPconvPyanc e on beha l f of the beneficiary and r~cords
it in order that the existing l ien be removed from public records.
The existing lender also is entitled to any payments and late charges
that are due.
A beneficiary statement is a documen t prepared by the lender indicating
the balance due on the loan , the amount of interest due, the
prepayment penalty, past due payments , late charges due, and any
other assessments . The statement is then sent to the escrow agent
and/or title company.
Personal property brokers, industrial loan companies, and credit
unions are prohibited from charging prepayment penalties, forwarding
fees, reconveyance fees, and beneficiary statement fees.
Prorations.
Taxes
Insurance premiums
Interest
Impounds
Rent

(B
(B
(B
(B
(B

-

S)
S)
S)
S)
S)

Tqrough prorations the buyer and sellers are charged their proportionate share of the expenses for the inclusive periods involved.
Title Company, Trustee and County Recorder.
Title policy
Documentary tax stamps
Subescrow fees
Additional title charges
Recording fP-es
Realty tax service

(B -

S)

(S)
(S)
(B (B (B)

S)
S)

The seller pays for a title policy which insures the borrower and
lender that the property is in the conditions called for in the escrow
instructions. The amount of the charge is predicated on the total
consideration and varies in amount by company and location.
Documentary tax stamps and recording fees are statutory fees and
must be paid. Thes~ are predicated on the total considerations and
the documents rP.corded.
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Subescrow fees a r e charg~d by a t i tl e c ompany for the p r ocessing o f
demands and mak ing d isbursements o n behalf of e scr o ~ age nts .
Realty tax servic e is a ser v ice per fo rmed for t h e benefit of t he
lender. The t a x service reviews t he de linq u e nt tax list and auv1s e s
lenders of de l inquent tax e s.
I t appear s to o e a n e xtraneou s cost
when one considers t h e fac t that the l end e r imposes a tax impound
and has contro l over the payment of taxes fo r t h e b orrm<~er .
Escrow.
Escrow fees
Drawing documents
Notary fees
Endorsement charge
Processing fees

(B
(B
(B
(B
(B

-

S)
S)
S)
S)
S)

Escrow fees are predicated on total consideration. The c os t var i e s
depending upon the escrow agent and the locale. The ba l a nce o f t h e
fees appear to be extraneous faes since these should be included i .
total escrow fees.
Miscellaneous.

(S)

Brokers commission
Fire insurance premium
Termite report
Corrective work
Appraisal fee

(B)
(S)

(S)
(B)

Upon the sale of real property , the real estate bro ker n orma l l y
receives a commission of · 6% of the total cons i deration . Although
there are no set guidelines, the 6% commiss i on app ears t o be a
standard rate.
All lenders require that the prop erty b e covered by insu r a nce . ~he
buyer or borrm-1er may selec t hi s m-1n insurance ag ent or t he i n s ur <.? d ' s
coverage may be placed by the l ender or the escr ow agent .

,,

A termite repor t is requi red by most le nders, t h e VA and FIIA, to s how
that the property is free of infesta t ion . This is f or t he ben ef it
of the buye r a nd should any corrective work be necessary , t hi s must
be done prior to acceptance by the l end er. The cost of t h e report
varies by company and area a nd the cos t of corrective wor k is
undeterminab l e .
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An appra i sal is requ ired by mos t l~nders to insure thP.mselvP.s and
the buyer that the proper t y is of r~aso n able value. The average
cost of an appraisa l is appr oxi~ate l y $50.
REGULATORY EXAl-II NATIONS
The Department of Corporations conducts periodic regulatory ~xamina
tions of all licensed personal property brokers, industrial loan
companies, credit unions, and escrow agents, on a surprise basis.
The Department's examinations are conducted to detect fraud and to
insure compliance of a ll statutes and rules.
Thank you for this opportunity to make these comments. t~e will be
most happy to provide furthe.r information at your request.

/:¥/l[:Jours,

;:!j,ESZ~-

Sprcial Adm h'strator
P'rsonal Pro erty Brokers Law
HJD:fn
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